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FEBRUARY 1947 IsSUE No. 2 


Editorial Comment 


Some days after our last issue went to press 
Advertising containing comments on the subjects of ad- 
Again vertising and income tax returns jointly, we 

were subjected to a barrage of advertising 
on behalf of two booklets written by members of the pro- 
fession entitled “How to Reduce Your Income Tax” and 
“How to Prepare Your Income Tax” respectively. These 
two booklets are well prepared and arranged and contain 
in very convenient form a mass of information particularly 
directed to individuals, partnerships and unincorporated 
businesses. Their authors are to be complimented on the 
outcome of their labours and we hope that they receive 
material compensation relative to the effort, energy and 
patience put into them over the years of their issue. They 
represent a real contribution to the convenience of the 
community. 

We object, however, to a part of the sales effort put 
into the distribution of these booklets. One is “guaranteed 
to satisfy or your money back”, the other may be returned 
“for any reason and it costs you nothing”. We do not know 
whether our members are the vendors of the booklets or 
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whether or not their compensation depends on the number 
of satisfied purchasers. In any event, even if the manu- 
script is sold outright to the publishers and no royalties 
accrue, we consider this basis of sale to be obnoxious. It 
smacks of a guarantee of some saving, when in fact it is a 
statement to no purpose. Is every holder of the booklets 
necessarily satisfied ? 

Despite this objection, we have to report our amusement 
at the very bad pun perpetrated by one of the publishers 
who paraphrases one of the titles to make “Prepare your 
income tax”. Who was it that said that a pun is the 
lowest form of wit? 


Those of us living in places where more 
Dissemination than one daily newspaper is published con- 
of News stantly become riled with the colour, usually 

political, given by the different publications 
to the same item of news. We have always held that 
opinions, as distinct from the reporting of facts, should 
be set out under the name of the writer or on editorial 


pages. We were interested to see not long ago the follow- 
ing paragraph which we are told is the work of Mr. C. P. 
Scott of the Manchester Guardian: 


“A newspaper is of necessity something of a mon- 
opoly, and its first duty is to shun the temptations of a 
monopoly. Its primary office is the gathering of news. 
At the peril of its soul it must see that the supply is not 
tainted. Neither in what it gives, nor in what it does 
not give, nor in the mode of presentation must the 
unclouded face of truth suffer wrong. Comment is free, 
but facts are sacred. ‘Propaganda’, so called, by this 
means is hateful. The voice of opponents no less than 
that of friends has a right to be heard. Comment also 
is justly subject to a self-imposed restraint. It is well 
to be frank, it is even better to be fair.” 


Whether or not the writer intended to be humor- 
An ous (we rather think that he did not) the fore- 
Appeal word to issue No. 1, Volume 1 of THE CANADIAN 

CHARTERED ACCOUNTANT in July 1911 closed with 
this quotation and the following short sentence: 
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““*There is no chance, no destiny, no fate 
Can circumvent, can hinder or control 
The firm resolve of a determined soul.’ 

But it should be clearly understood that the labour 
must not fall entirely on the few, all must join in swell- 
ing the tide of success.” 

Frankly, we want our members to show more interest 
in this Magazine. We do not use the word ‘readers’ at the 
moment because in an informal poll of seven members 
during the early part of January we found that four had 
not yet taken the wrapper off the December issue which 
reached them at least two weeks before. The others had 
removed the wrapper but had not opened the cover. The 
editor, having realized a 100% consistent answer to his 
question “What did you think of the December issue?” 
concluded that his poll was a success and abandoned it. 

The Editorial Committee wants not only comment, 
whether favourable or unfavourable, but wants contributed 
material. The proportion of members who take any inter- 
est in reading or writing professional material is, so far 
as we are advised, appalling. Surely, many of us must 
have professiona] experiences and viewpoints which would 
be of interest and could be relatively easily set down to 
manuscript. Do not let modesty nor pressure of work be 
your excuse. Remember, it is only the busy man who 
seems to be the most interested in the social welfare of 
the community. Look about at professional and philan- 
thropic societies. Are not the leaders always the men one 
would expect to have the most busy days? They are the 
ones who find time for the little extra effort. 

The old issues of this Magazine are replete with copies 
of lectures given to students. The present practice, adopted 
by most of the Provincial Institutes, of education by means 
of correspondence courses has reduced the number of and 
the necessity for these lectures. We wonder, however. if 
we have not swung too far the other way. Much latent 
talent will be produced if a series of lectures for students 
or refresher study groups for members is organized. They 
are of value to those delivering the addresses, those hearing 
them and to those reading them through this medium. But 
perhaps their main benefit is in the esprit de corps generat- 
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ed through the constant association of persons seeking 
knowledge. 

The editor has re-read lately Mr. George O. May’s 
“Twenty-five Years of Accounting Responsibility”. Here 
we have some seventy selected items written over a twenty- 
five year period from 1911 to 1936. There have been many 
others since. Mr. May is, of course, an outstanding excep- 
tion, but could not many of us take pen in hand and make 
our mark towards the advance of the profession for the 
good of all and particularly for ourselves? We suggest 
that Mr. May did not always await an invitation or specific 
opportunity. It may be that on many occasions he felt 
that something needed saying and that the opportunity was 
at hand. 


We regret to report the resignation of Pro- 
Students’ fessor R. G. H. Smails as Editor of the 
Department Students’ Department and the fact that this 
issue contains the last instalment of his 
comments and solutions to problems. Professor Smails has 
handled this assignment since 1930 and all will agree that 
his material has been most helpful to both students and 
members. Pressure of work at Queen’s University, in- 
cluding the administration of the special courses for 
chartered accountants, has forced him to relinquish this 
post. The profession, will, we are sure, join with us in 
commending his long and valued service to this Magazine. 
We welcome as his successor Mr. J. E. Smyth who is 
also associated with the School of Commerce and Adminis- 
tration of Queen’s University. Mr. Smyth is a member of 
the Ontario Institute and we shall look forward to his 
efforts which will commence in the March issue. 
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follow a uniform practice with regard to the distinction as 
between earned and capital surplus, and in the following ~ 
remarks there is submitted my suggestion as to how this 
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SURPLUS AND RESERVE ACCOUNTS 


Surplus and Reserve Accounts 
By K. LeM. Carter, F.C.A. 
Toronto, Ontario 


/(QURPLUS has been defined in a general way as “the 


amount by which the total amount of the equity of the 
stockholders of the corporation exceeds the amount of the 
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~ In discussing the term surplus account we might first 
examine its use in the Dominion Companies Act, for, it is 
here that Canadian accounting thought has been partially 
crystallized. The Act requires that at each annual meet- 
ing the directors will present a statement of surplus show- 
ing separate accounts for capital surplus, distributable sur- 
plus and earned surplus. 

There is no definition of capital surplus in the Act ex- 
cept for the reference to it in Section 61, which relates to 
the setting aside of an amount of surplus equal to the 
amount of capital stock redeemed. This is probably not 
the only type of capital surplus contemplated by the Act, 
but is a special type of capital surplus which might better 
be described as non-distributable redemption surplus. It 
would be well to indicate in its heading in balance sheets 
that it is not distributable because the Act prohibits its 
distribution except by Supplementary Letters Patent. 

Distributable surplus is described in the Act as being’ 
part of the consideration for the issue of shares without 
nominal or par value as may be fixed by the directors and 
provided for in the subscription for such shares and is 
limited to either 25% of the total consideration, or, in cases 
where shares have been issued in payment for a going con- 
cern, the amount of the pre-acquisition surplus of the 
company acquired. 

I think all will agree that Canadian accountants do not’ 


An address delivered at the Annual Meeting of The Dominion 
Association of Chartered Accountants in Montreal, September 1946. 

1“A Statement of Accounting Principles” by Sanders, Hatfield and 
Moore, page 92. 
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present unhappy condition might be best remedied both as 
to legislation and practice. There will be many viewpoints 
equally valid as mine, and, if I appear dogmatic it is be- 
cause I hope to start an argument. 


In these remarks I have given no consideration to the 
recording in a company’s books of undistributed taxable 
income. Obviously surplus cannot be expected to represent 
undistributed taxable income for it is mostly built up out 
of profits which are generally quite different from taxable 
income. The desirability of maintaining a record of tax- 
able income is recognized, but I do not think its discus- 
sion has any place in this paper. 


EARNED SURPLUS 

/ It was once said: “Earned surplus should represent net 
income derived from normal operations of a business’. This 
definition would seem to exclude investment income and 
miscellaneous earnings as well as profits on the sale of cap- 
ital assets. In later years this conception of earned income 
has materially broadened and a more recent author has 


stated: “Earned surplus is that part of surplus which has 
been earned by the corporation. It is not limited to earn- 
ings which have resulted from the main operations of the 
corporation. It should include not only the profit made by 
a factory in selling its product but also interest received 
on outside or incidental investments and also gain made 
by selling part of the fixed assets at a price. greater than 
\the cost”.? 

It will be observed that the above quotation suggests 
the inclusion in earned surplus of profits on the sale of 
fixed assets. In practice, there has been no consistent 
treatment by accountants of such items, but I think that in 
recent years more accountants have followed the practice 
of carrying profits and losses on fixed assets to earned 
surplus. Perhaps in doing so they have concurred in the 
argument that such profits or losses are merely the result 
of overstatement or understatement of accumulated depre- 
ciation: However, I suggest that another reason why more 
entries are finding their way to earned surplus is that cap- 


2“A Statement of Accounting Principles” by Sanders, Hatfield and 
Moore, page 93. 
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ital surplus is gradually coming to take on more of the\ 
characteristics of paid-in or contributed surplus. 

Furthermore there is probably no worth while purpose 

_to be observed by placing in a separate surplus account 
profits and losses on the disposal of fixed assets unless one 
is of the opinion that it is undesirable to distribute such 
profits to shareholders. Certainly they would be legally 
distributable. The fact that the Income Tax Department 
does not include them in undistributed income is insuf- 
ficient reason for their inclusion in a different surplus ac- 
count for clearly if one pursued that line of thought one 
would not bring into earned surplus dividends received on 
Canadian securities. 

There has been some discussion in recent years as to 
whether surplus accounts should reflect the utilization or 
disposition of corresponding assets (for example the cur- 
rent treatment of the refundable portion of excess profits 
taxes) or whether surplus like capital should be considered 
as embodied in resources as a whole. Section 83 of 
the Dominion Companies Act prohibits the declaration of 
dividends which would either cause a company to become 
insolvent or impair its capital. In imposing these two tests 
as to the financial condition of a company the Act would 
seem to Aisassociate the surplus account from solvency. The 
solvency of a company cannot in any way be measured by 
the extent of its surplus and companies have become in- 
solvent with substantial surpluses and likewise are often- 
times solvent although the capital is impaired. According- 
ly, no real accounting purpose is attained by segregation 
of surplus into deferred or other accounts to attempt to 
indicate its utilization or disposition. 

In this paper we shall henceforth disregard any refer- 
ence to deferred surplus because it was a segregation de- 
signed to serve a particular temporary purpose, and I hope 
it will have no permanent place in accounting terminology. 
CAPITAL SURPLUS 

R. H. Montgomery in the October 1944 issue of the’ 
Journal of Accountancy calls capital surplus a mongrel 
term because it is “of mixed origin, character or kinds”. 
He says that accountants have succeeded in hitching to- 
gether two dissimilar words and the result has led to a 
great deal of misunderstanding and that the words “Cap+y 
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ital” and “Surplus” do not belong together. He suggests 
that the term be entirely done away with, and in italics 
says “there is no such thing as Capital Surplus”. 

In 1942 a subcommittee of the Committee on Account- 
ing Procedure of the American Institute of Accountants 
reported as to whether or not the term “Surplus” should 
‘be eliminated. They recommended that the designation 
“Earned Surplus” should be changed to /“Accumulated 
Profits” and that “Capital Stock” and “Paid-in Surplus” 
should be combined and shown under the heading “Con- 
tributed Capital”. Then the main heading would be “Cap- 
Nital and Accumulated Profits’’. 

If profits or losses on all transactions in companies’ 
assets are carried to earned surplus account, paid-in or 
contributed surplus would include: 

(a) the surplus arising from the issue, redemption or 
alteration of the company’s own share capital, in- 
cluding 
(i) the premiums received on the issue of share 

capital; 

(ii) surplus arising from the conversion of shares 
of one class into shares of another class; 

(iii) discount on the redemption or purchase for 
cancellation of any share capital; 

(iv) that portion of the consideration for the issue 
of any shares heretofore set aside as distri- 
butable surplus. 

(b) donations of cash or assets by shareholders. 

It is here suggested that the account to which these trans- 
actions are carried should be described as Contributed 
Surplus and suitable amendment be made to the Companies 
Act. This does not take care of revaluation surplus. As 
it becomes more widely acknowledged that good accounting 
should not give effect to the revaluation and writing-up of 
fixed assets, it becomes unnecessary to set up an account 
for this item. However, where such an item occurs it can 
be carried to a separate account on the balance sheet clearly 
describing the nature of the write-up and avoiding the 
term “Surplus”. 


DISPOSITION ON BALANCE SHEET 
Discussing surplus Mr. G. O. May has said: “The ob- 
ject should be to state the surplus so as to indicate what - 


66 





SURPLUS AND RESERVE ACCOUNTS 


part of it is legally available for dividend distributions 
and what part is not so available; but in the present state 
of the law, particularly in the case of companies with stock 
of no par value, this is not always easy, gua it is impos- 
sible to lay down hard and fast rules”. 7 Without losing 
sight of Mr. May’s remarks I believe that surplus can best 
be classified on balance sheets as to its source with nota- 
tions wherever possible indicating its availability for dis- 
tribution. Messrs. Paton and Littleton stated: “Sound ac- 
counting requires the drawing of a clear-cut distinction 
between capital contributed to the corporation by the stock- 
holder and surplus accumulated by the corporation as a 
result of profitable administration of resources”. 
This implies-a classification as follows: 


Capital Contributed 
Capital Stock 
Paid-in Surplus —including premiums and dis- 
counts on the issue and re- 
demption of the company’s 
stock. 


Distributable Surplus—as described in Section 12 of the 
Dominion Companies Act. 


Accumulated Surplus 

Earned Surplus —representing the undistributed 
amount of all profits realized 
from the acquisition or relin- 
quishment of the company’s 
assets. 

Redemption Surplus —set up under Section 61 of the 
Dominion Companies Act 
with an indication on the bal- 
ance sheet that it is not dis- 
tributable. 

Contingency or Other Free Reserves. 


RESERVES 
*-A discussion of surplus accounts cannot be complete 
without reference to reserve accounts. At the present time 
we have in Canadian practice many examples of uncertain- 
ty on balance sheets as to whether or not reserves are 
part of a company’s liabilities or part of its net worth. 
Discussing reserves before the 1943 meeting of the 
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American Institute of Accountants, Professor Wm. A. 
Paton stated: “The so-called liability or equity side (of 
the balance sheet) should consist essentially of an array 
of creditor claims and stockholder claims. The acceptance 
of this position is clearly indicated by those balance sheets 
which break the right hand side under two main sections 
under the co-ordinate headings “Liabilities—Capital”. He 
went on to point out that the term “reserve” is an ex- 
pression that has been rather carelessly employed in busi- 
ness and accounting and that it may represent any of the 
following: 

1. Liabilities. 

2. Offsets to particular or group asset balances. 

8. Appropriated or segregated surplus. 

He stated that it is the business of the accountant in com- 
piling the balance sheet to determine the character of the 
reserve balances and to dispose of them in accordance with 
the significance of each accountthrowing reserve bal- 
ances into a catch-all section on the right hand side of the 
balance sheet is simply not doing the job. 

It would appear to be ironical for an accountant to 
spend time making a careful valuation of the current assets 
of a business in order to determine the net worth, and then 
to permit a contingency reserve to stand between the stated 
liabilities and the capital without a clear statement as to 
whether part or all of this account represented a debt or 
provision for the reduction of an asset. Frequently these 
reserves are set aside against nebulous liabilities which 
the management wish to avoid describing. If the net worth 
of the company is worth reflecting on a balance sheet, the 
management and its accountants must come to a conclusion 
and indicate whether or not such reserves are debts or 
represent part of net worth. 

“Tn 1948 the Institute of Chartered Accountants in Eng- 
Aland and Wales recommended that accounts would be more 
clearly understood if the term “reserve were applied only 
to reserves which were free and the term “provision” were 
confined to amounts set aside for specific requirements. 
This recommendation, if carried out, would take care of 
the uncertainty attending many reserves now appearing 
on balance sheets for the use of the word “reserve” would 
indicate that the balance was part of the net worth of the 
company. 
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It seems likely that the Dominion Companies Act may 
be amended in the reasonably near future and it should be 
incumbent upon this profession to give advice as to those 
sections relating to surplus. Because of the lack of uni- 
formity of practice this may be difficult and it would be 
useful to discuss this subject more fully at this meeting 
or in the pages of THE CANADIAN CHARTERED ACCOUNTANT. 


Provincial News 


Saskatchewan 

Mr. W. M. Houston of Houston, Willoughby & Company, 
Investment Dealers, was the guest speaker at the December 
Chartered Accountants’ Club luncheon. His subject was 
“The New World Bank and Fund”. The talk was very well 
received and a lively question and answer period followed. 
Mr. T. E. Robinson, F.C.A., thanked Mr. Houston on behalf 
of the Club. 

The first half of the C.A. Bowling League was won by 
Goldie, Hunt & Company, with William Vicars & Company, 
in second place. A special Christmas bowling night was 
held on 20th December. Turkeys went to Ed. Biggs and 
Reg. Hodsman on lucky scores. High single and high 
gross prizes were won by Messrs. Ferguson and Spelliscy 
respectively. Other prizes went to Messrs. Jordan, Jacobs, 
Burnett, Kessel, Read, Gracey, Oliver, H. F. Smith, Chych- 
run and Miss V. Stewart. 

The guest speaker at the January Chartered Account- 
ants’ Club luncheon was Mr. C. H. Cotter, until recently, 
Inspector of Dominion Income Tax, Regina. In introduc- 
ing the speaker, Mr. A. M. Goldie informed the meeting 
that advice had been received of Mr. Cotter’s appointment 
as Special Assistant to the Deputy Minister of National 
Revenue at Ottawa, and tendered congratulations on the 
promotion and expressed the regrets of the Club on Mr. 
Cotter’s departure. The main topic of the address was 
“Co-operative Taxation”. It was both timely and interest- 
ing, and many questions and answers followed. Mr. Cotter 
also outlined some of his recent activities with particular 
reference to his plans in connection with his new work. 
Mr. W. M. Vicars expressed appreciation to Mr. Cotter for 
his address and also for his fine work in Regina on behalf 
of the Club. 
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The Effect of a Fluctuating Monetary 


Unit on the Income Statement 
By John G. Chaston, C.A. 
Vancouver, British Columbia 


HERE was a time when financial statements were re- 
garded largely as historical documents, useful only to 
disclose the financial events of the past. Now, with the 
assistance of their accountant advisers, the business com- 
munity is realizing that financial statements are dynamic, 
forceful instruments which can be used to shape the events 
of the future. 

The new function of financial statements has resulted 
in considerable change in their form and content. More 
and more it has become apparent that one financial state- 
ment of itself is not of great importance. It is when one 
statement is compared and analyzed in relation to those 
preceding it that an analyst can reach conclusions and make 
deductions. Point of view determines focal attention, but 
in most cases his interest lies in trends and ratios rather 
than absolute figures. 

Appeal of the Income Statement 


Concurrent with the change in, or addition to, the func- 
tion of financial statements has been the rise of the income 
statement to ascendency over the balance sheet. The great- 
est contributing factor to this situation is the.fact that the 
income statement affords a means of assessing earning 
power. 

Earning power is of universal appeal to those who ex- 
amine financial statements, because it is a comprehensive 
index of the economic value of an enterprise. Management 
is vitally interested in it because it measures the efficiency 
of management. The investor or stockholder is interested, 
too—he wants to know “how many times earnings” the 
market price of a security represents. The bondholder 
wants to see how many times interest has been earned. 
Even the short-term credit grantor will have more than a 
casual interest in earning power. Everybody interested in 
earning power is’interested in the income statement. 

Two conditions are necessary to make a valid compari- 
son or analysis of one financial statement with another, or 
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series of others: (a) each statement must be prepared “in 
accordance with generally accepted accounting principles, 
consistently maintained”; and (b) there must be a common 
denominator in which the results of each statement in the 
series are expressed. 

It is to the latter condition that attention is directed. 


The Dollar as a Common Denominator 


The common denominator of Canadian financial state- 
ments, indeed of all Canadian transactions involving value, 
is the Canadian dollar. It is regarded as an inflexible 
ruler by which we measure value. The truth of the matter 
is, however, that the ruler is very flexible. 

At this point it would be easy to branch off into a long 
discourse on theories of prices and the value of money, 
but restraint will be exercised on the understanding that 
accountants are sufficiently grounded in economics to re- 
alize that the accounting postulate assuming the stability 
of the monetary unit is very much open to question. 

Our analyst, pouring over his columnar tabulations of 
income, will be impressed by two situations which he must 
correct before his analysis can proceed on sound ground, 
namely: (a) the purchasing power of the dollar varies 
considerably over the period of his study, and (b) some of 
the items in any one year are not expressed in dollars 
of like purchasing power. 

It is not too difficult to make an approximate correction 
for the first situation. Simply stated, he must state each 
year’s operation in dollars of equal purchasing power. To 
do this he refers to an Index of prices. Just which one 
of the various published price indices our analyst will use 
is a matter of personal choice. There is no such thing 
as an all inclusive index by which to measure purchasing 
power, but a reasonably reliable correction could be ob- 
tained by using the Wholesale Prices Index compiled by 
the Dominion Bureau of Statistics. 

Turning to the second situation let us assume that our 
analyst concurs with those accountants who believe that the 
phrase “net profit for the year” includes only the results 
of the ordinary flow of business (usually referred to as the 
“earnings concept”). Further, if he agrees with Paton and 
Littleton that “the principal concern of accounting is the 
periodic matching of costs and revenues”, is it not logical— 
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if not altogether practical—that the costs should be mat- 
ched with the revenues in terms of dollars equal in pur- 
chasing power! If this is not done net profit will include 
a profit or loss resulting from fluctuation of the monetary 
unit. Such an item should be segregated under the “earn- 
ings concept’. 

There is one important figure in each statement to con- 
sider in this light—the allowance for depreciation. It will 
be expressed in terms of dollars of the years in which the 
assets were acquired. 

Depreciation is considered,a necessary charge to in- 
come on the basis that provision must be made to recover 
the portion of capital assets consumed in production. The 
allowance is usually based on the cost of acquisition. If 
we can accept cost as representing not so many dollars, 
but rather as so much purchasing ‘power, then the allow- 
ance for depreciation should be based on the cost of assets 
re-stated to terms of the purchasing power of the current 
dollar. This is not an argument for basing depreciation 
on the value of the assets. It is, however, an argument 
for basing depreciation on the value of money. 

Similar situations are encountered in “Cost of Goods 
Sold”, where the opening inventory is stated in the prev- 
ious year’s dollars, and in the amortization of any other 
tangibles or intangibles. An interesting situation is en- 
countered in the case of bond interest. 

Take the case of a company with a $1,000,000, 20-year 
5% non-callable bond issued in 1936, and accept by hypo- 
thesis that the purchasing power of money in 1936 was 
1/3 above its present level. The company contracts to pay 
5% interest in terms of dollars, not purchasing power, on 
$50,000 annually. Adhering to the essence of the “earn- 
ings concept” of the income statement, the company should 
regard $66,666.67 (the equivalent purchasing power of 
50,000 1936 dollars) as “Bond Interest” and credit else- 
where “Profit on Bond Interest” $16,666.67. A callable 
bond could have been refunded on about a 314% basis with 
an interest charge of $35,000—almost half! 

Conclusions 

The increasing prestige of the income statement has 
resulted in considerable thought and research as to its 
form and content. There is a wide divergence of opinion 
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as to the interpretation of the figure set opposite the “Net 
Profit for the Year.” 

Whatever may be the final determination does not ap- 
pear to be too important. However, it is important that 
chartered accountants, in their role of moulding the ac- 
counting practice of this nation, should agree on the pres- 
entation and designation by a standard phrase of a figure 
representing the results of ordinary operations. Whether 
it is the final figure of the statement, or whether it is 
somewhere in the body, is not significant. The real prob- 
lem is to decide upon the presentation and designation and, 
then, having agreed on it, to make it known to the business 
community. Such an action would be widely acclaimed be- 
cause the designated figure would then become a standard 
basis for assessing earning power. 

If it is desirable to study the problem of presenting 
the results of ordinary operations, is it not equally desir- 
able to consider the merits of expressing all the elements 
comprising such a result in a true common denominator, 
i.e, dollars of current purchasing power? In studying 
algebraic subtraction we learned that we could not subtract 
lemons from apples and hope to get a result in apples. 
Similarly, we cannot subtract 1945 dollars, 1936 dollars, 
et cetera, from 1946 dollars and hope to have a result in 
1946 dollars. 

Somewhere in the income statement we should present 
the results of ordinary operations for the period. And 
when we do, we should ensure that the monetary units are 
true common denominators. 


How’s about it, Research Committee!!! 


INCOME TAX HANDBOOK 


The April 1946 issue of the Income Tax Handbook, by 
A. W. Gilmour, B.Com., C.A., is out of print. The next 
issue will appear in October 1947. Readers will be notified 
when the new edition is available. 
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Is Industrial and Commercial Accounting 


Organized to Perform Its Functions? 
By L. F. Heyding, C.A. 
Toronto, Ontario 


- IS my belief that accountants in industry and com- 
merce would do well to reconsider their true functions, 
and to take their bearings. There continues to prevail a 
strong tendency on the part of senior financial and account- 
ing officers to establish what I consider to be too great a 
direct control over certain accounting, “controlling” and 
spending operations. In too many cases the accounting 
department is undesirably independent; detached from that 
with which it should be co-ordinated. In too many cases 
it unnecessarily exercises a retarding influence. 

Undoubtedly a large percentage of my readers will be 
disposed to look upon as a heretic one who contends it un- 
sound to acquire the authority so long fought for by ac- 
countants—even though the contention is as to the degree 
and nature of the “authority” that is desirable. Others 
will look upon the following comments as simple common 
sense: as argument for that which they have applied with- 
out question, or with conviction—and with success. It is 
to the former that I appeal for careful consideration, bear- 
ing in mind that accountants must inevitably share the 
suffering resulting from any major deficiency in perform- 
ance of the functions required of them. 

That which is deprecated is basically a misunderstand- 
ing: a misconception which affects the structure and sys- 
tem of the organization. It may be examined by consider- 
ing a type of organization that results. 

In a number of large organizations all of those engaged 
in the accounting function have been gathered into a sub- 
stantially independent department, under the official jur- 
isdiction of a comptroller or treasurer. The latter officer 
reports to the president, or to some like officer in a position 
senior to those officers directly responsible for the man- 
agement of the general operations. The positions of gen- 
eral or operating manager have no inherent jurisdiction 
over any accounting function. There have been injurious 
reactions which I consider inevitable—sooner or later. 
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Where administration of the broad financial operations 
of an organization is retained by a board of directors and 
president, it is sound that the financial comptroller or the 
accounting officer having the related duties and responsi- 
bilities, should report to the president or to the board. The 
conventional financial statements and reports: balance 
sheet and summary statements of operations, are of prim- 
ary interest at this plane. 


There is, however, another very important accounting 
function—that of supplying adequate current information 
on detailed operations and results to those directly re- 
sponsible therefor. In this function the highly department- 
alized accounting bodies have generally fallen short. They 
have too often failed to supply the operating management 
with the assistance which that management needs in order 
to do the best job. For long accountants have argued that 
it is at least difficult to convince the operator that the ac- 
countant can materially assist. It is feared that those ac- 
countants have been trying to convince their co-workers 
that accounting is the most important function—or have 
not delivered the goods. Experience convinces me that able 
operators generally welcome with open arms the assistance 
which accountants vaguely claim they can give, which they 
should give, but which too often they do not—at least in an 
effective manner. By and large, operating management 
(if worked with) supports a sound accounting operation 
far more readily than the accountant of the air-tight de- 
partment suspects. 

Although particular human traits momentarily predom- 
inating in any case may have a balancing effect accounting 
departments which are not sufficiently resposible to the 
various operating managers are constantly inclined to be- 
come too detached from the operations which their accounts 
should picture (accounting departments of some national 
organizations have been so centralized that the personnel 
accounting for a complex territorial operation is not only 
organically, but physically, entirely removed from the of- 
ficials and men doing the operating job. They tend to be- 
come petty in the relatively unimportant and inadequate 
in the important. The accounting department’s senior and 
semi-senior officials usually become too independent of the 
operator; to eventually. treat with indifference or resent- 
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ment his request for information other than that which the 
department supplies in its routine. Information which 
would be of use to the operator today is given to him weeks 
later when its value is lost—because of the time claimed 
in the interests of accuracy and internal control. 

I have come across occasions where the accounts have 
misinterpreted the facts; misinterpretation which was not 
serious from the point of view of the balance sheet, but 
which caused the operating management to take action re- 
sulting in needless loss. These misinterpretations were 
traced directly to the fact that the accountants were out 
of touch with the operators, their problems, their trend of 
thinking, and the physical facts. The operators had no 
influence upon the accountants, but had to answer for re- 
sults as interpreted by the accounting department. The 
accounting department’s senior officers were too far re- 
moved from the details and from the operations to ap- 
preciate soon enough the justness of the general complaints 
raised by the operators. We are still too prone to look 
upon such querulousness as the result of unwarranted re- 
sentment held by the operator for the accounting depart- 
ment. 

In an all-embracive accounting department too exten- 
sively controlled, the senior accountant is generally disposed 
to treat the vast majority of his personnel as adding and 
bookkeeping machines. It may be true that many individ- 
uals never could do more than follow the largely unthink- 
ing automatic procedure predetermined for them. It is true, 
however, that much is to be gained in the business world 
by the encouragement and harnessing of the initiative and 
inherent abilities of many of the individuals comprising 
a large organization. It is very regrettable that men hav- 
ing positions requiring a high degree of what we account- 
ants call skill and judgment, should be so restricted by their 
superiors. The result is decadence. 

A system of detailed budget control is not uncommonly 
developed by those who instigate extreme departmental- 
ization of accounting and finance. Over-zealous financial 
executives and comptrollers have striven to exercise detail 
control to an unsound extent; to a ridiculously petty ex- 
treme in the phases where control is easiest. Operators 
have been unduly restricted, forced to practice evasion, or 
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made to follow impractical courses; e.g., continuously re- 
pairing old equipment because it required too much effort 
to obtain approval for a relatively small capital replace- 
ment. It is a truism that saving pennies may lose pounds. 
It is results that count. In spite of this, the operating 
manager who is in the position to have the most effective 
control over detail results is not allowed sufficient scope of 
authority. The fact that he therefore cannot be justly or 
effectively held responsible is, however, not admitted. 

I know of no case where the actual gross economies at- 
tributable to the departmentalization and centralization 
of the accounting operations, nor to extreme budgeting, 
have approached that predicted. Quite apart from ques- 
tions of gross economies, the proponents have not suffi- 
ciently considered the resultant loss of potential produc- 
tivity and total efficiency which bring dollars into the till. 

Can these aforementioned defects be avoided without 
foregoing the advantages claimed for strong departmental- 
ization? I believe so, and further, that the effectiveness of 
the accounting body and its officers may be desirably de- 
veloped. 

Organization 

The question as to how the accounting and financial 
functions should be integrated or meshed with other com- 
ponent functions of the concern, is part of the problem 
of organization. While this science has not yet been de- 
veloped as extensively as it should be, in approximately the 
past century it has been the subject of some very capable 
intensive consideration. 

The question is less difficult: where the concern is com- 
prised of only one operating unit, wherein the general ad- 
ministrator does not find it necessary or advisable to dele- 
gate responsibilities of direction and of co-ordination of 
the various functions. The confusion is probably greatest 
where the concern is made up of a number of operating 
units, such as divisions, districts, branches, subsidiaries, 
or distinct plants, wherein each unit is comprised of a 
number of functional sections. I have in mind those or- 
ganizations wherein we find in each unit, in varying de- 
grees, personnel specializing in the various functions, e.g., 
production, sales, personnel, purchasing, accounting, etc., 
and/or administration; wherein each of these functional 
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sections have their counterparts in the more senior offices, 
for example, in a divisional office directing a number of 
districts, and, “higher” on the scale, in a central office ad- 
ministering the whole. The greater the effective authority 
of the central office’s functional officers over the corres- 
ponding personnel within the operating units, the lesser 
the effective authority of the unit administrator. 

It is often contended that from the point of view of 
strict technical efficiency the stronger the functional “chain 
of authority” the better. Quite apart from the necessary 
modification of that contention, technical efficiency improp- 
erly directed, unbalanced and/or insufficiently co-ordinated, 
is not-fully productive—and is liable to work against the 
overall purpose of the organization. A highly effective 
accounting, financial and internal control system which 
hinders the concern’s operations, stifles initiative and pre- 
vents mobility of the whole, is inefficient in the final 
analysis. A very effective police force is never the cause 
of the productive success of a community. Laws and po- 
licing may become so stringent as to smother productivity. 

To the extent that the best conduct of the business of he 
unit (e.g., the factory, the district or the subsidiary) de- 
mands constant detail consideration of the conditions 
peculiar to that unit and peculiar to the field within which 
that unit operates, and demands adjustments to make the 
most of those conditions—the unit administrator must have 
the unfettered ability to co-ordinate and direct all of the 
component functions necessary to his unit. Where the re- 
sults in the field are dependent upon intelligent direction 
and smooth meshing of all of the related functions and 
assisting services, it is essential, in my opinion, that the 
unit administrator have a complete scope of command with- 
in his unit—otherwise he cannot be justly held responsible. 
If accounting and statistical information can be of use to 
him, if the advice and assistance of an accountant will make 
it possible for him to more intelligently direct the opera- 
tions, the unit accountant should truly report to him. 

The foregoing is admittedly somewhat technical, the ar- 
guments are inclined to sound cold, but the object in mind 
is far from that. The organizer and administrator who 
ignores human nature and conduct is building without giv- 
ing any consideration to the nature of the material. If 
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there is to be a spirit of teamwork within the unit, a spirit 
which is essential to its most efficient operation, it is neces- 
sary that the organization structure and system permit the 
unit accountant and the other various functional officers to 
feel that they are members of the local team’ This spirit 
can not develop naturally nor be encouraged to the fullest 
extent by the unit manager, where the accounting officer 
must pay his allegience to, and receive his instructions 
from, the chief accountant who is a part of the senior head 
office. By proper organization and administration pro- 
cedure, it is possible to maintain overall technical efficiency 
along with local authority and unity. 

The contention that sufficient co-ordination takes place 
entirely within the central office of such organization will 
not withstand practical scrutiny, particularly where we 
infer a dynamic force in “co-ordination” and “teamwork” 
rather than a mere passive lack of friction. The logical 
conclusion of such contention would be the elimination of 
positions of unit manager. Substantial co-ordination must 
spring from within the unit itself. Teamwork can not be 
directed or instructed into being by the distant “author- 
ity”. All complex organization develops through the unit- 
ing of a number of units or cells. When “functional unity” 
cuts through these basic cells it breaks them down. Yet 
wholesome cells are as necessary to successful human or- 
ganization as are the healthy cells of the human body. Un- 
necessary external restraint of the unit esprit de corps has 
a definite detrimental effect upon the unit and through it, 
upon the results of the whole organization. 

Organization and the Senior Accounting Official 

The senior accountant of the organization in the head- 
quarters’ office, say the comptroller, is rightly charged with 
obtaining certain sufficiently accurate and comparable in- 
formation from the various units. As an expert, he is con- 
cerned with accounting principles, techniques and internal 
control throughout the organization. It follows that there- 
fore he is also concerned with the ability of the various 
accounting personnel. It is possible for him to meet his 
responsibilities in these connections without retaining 
direct control over all accounting personnel and without 
interfering with basic unity. 

For the information which is required in headquarters 
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both for the preparation of financial statements and for 
the broad measurement and comparison of operating re- 
sults, he should instigate instructions as to the general 
make-up and submission of the required facts and figures, 
as to the accounting policies to be consistently adopted 
where necessary to beneficial comparisons. He may outline 
the principles which are to be followed in the allocation of 
duties in order to effect a sound internal control; he may 
broadly outline the most efficient recording and accounting 
procedures which should be adopted to perform common 
tasks. These however should all be strictly confined to the 
essential minimum. The unit accountant should under- 
stand that the mere meeting of these instructions and adop- 
tion of the general outlines is not necessarily the full per- 
formance of his duties and responsibilities. It would help 
the thinking if these instructions were looked upon as the 
headquarter-unit’s requirements of the operating-unit. In 
a well conducted organization, it is recognized that the gen- 
eral manager will back up such limited instructions in his 
dealing with the unit manager. Where the comptroller has 
difficulty in obtaining this backing, he is only withdrawing 
when he gathers the accountants under his own jurisdic- 
tion. While he thus gains greater control over the account- 
ing function, he at the same time plants the seeds of de- 
partmental autocracy. The accountant loses his proper 
potential and required influence in the organization— 
maybe because he has failed to realize that in practice 
there must be some give and take between the various ele- 
ments of the concern. 

Restraint in the issue of instructions to the various ac- 
countants enforces or encourages independent thought and 
ingenuity, within required bounds. It is my thought that, 
properly harnessed, this can be effective in the improve- 
ment of technique. The unthinking cogs in a large rigidly 
controlled accounting department do not produce new ideas. 
The comptroller sitting at the top of the organization far 
removed from many aspects of the operations cannot pos- 
sibly hope to come upon all, or even a good number of these 
ideas himself. The internal audit department is not in a 
greatly better position: it is external to the unit. A 
greater freedom to permit the harmonious workings of all 
the functional sections within the unit is more conducive to 
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the development and harnessing of this very practical 
power of ideas on the job. 
Organization and Internal Audit 

The comptroller is vitally interested in accuracy, par- 
ticularly of those figures comprising his summary of op- 
erations and financial statements. This can and should 
be served by internal audit. 

One of the arguments used to support the complete 
departmentalization of the accounting functions was that 
of economy. These savings were to be effected through 
centralization and through elimination of at least some 
internal audit work. The proponents in effect said that if 
the comptroller had direct control over the accountants, 
bookkeepers and clerks, the accuracy of the figures would 
be more likely. It is true that the removal of the unit ac- 
countant from the jurisdiction of the unit management goes 
a long way to eliminate the latter’s ability to cause the ac- 
counts to reflect other than the facts: to present better re- 
sults than actually attained. In my mind, however, a card- 
inal principle has been violated: audit is to guard against 
unintentional misrepresentation and error, as well as in- 
tentional, and for this reason the work of even the unpre- 
judiced should be independently audited. Generally speak- 
ing, it is not sound that a man should audit his own work. 
Furthermore, the unit manager is just as vitally interested 
in the accuracy of any operating figures with which he 
attempts to determine cause and effect and upon which 
higher authority bases criticism of results. He, however, 
is left with neither control nor means of audit of the ac- 
counts. There are two common tendencies working within 
the departmentalized accountant which endanger accuracy 
from the point of view of unit management. Firstly, undue 
conservatism ; it is far easier to err by understatement than 
it is to carefully and judicially present as far a figure as 
possible. Secondly, the accountant in his air-tight depart- 
ment tends to quickly lose contact in the operating detail— 
he has not the required understanding. 

Where the related accounting section is part of the unit, 
the internal auditors can perform a very useful additional 
function over and above that of determining the sufficient 
accuracy of accounts from the point of view of top manage- 
ment. It can determine and report upon the extent to 
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which the accounting section is endeavouring to assist unit 
management, and the extent to which it is successful. 

Sound judicious criticism based upon intelligent in- 
ternal audit will provide the headquarters’ office and the 
comptroller with all of the control over the unit accounts 
which is required. Give the unit, including the unit ac- 
countant, a sufficiently unfettered rein to do a good produc- 
tive job, determine how the delegated responsibility has 
been met, reward good results and treat poor ones justly. 

Organization and Technical Qualifications 

The comptroller is also interested in the qualifications 
of the accounting personnel. If the unit engages and pro- 
motes personnel of insufficient ability, the results cannot 
be quickly eradicated. If the comptroller lays down the 
minimum qualifications required and passes upon the re- 
lated qualifications of the person proposed by the unit man- 
agement for any major position, then sufficient pre-control 
is retained at the general administrative level. The unit 
manager is left the right and the responsibility of choosing 
the personal qualifications which will best serve himself and 
his unit. 

The comptroller might even undertake the technical 
training of the accounting personnel under the jurisdiction 
of operating unit managers. Much care, however, should 
be taken to see that the training should not unduly restrict 
the initiative or the proper allegiance of the students. I 
suspect that departmental courses have sometimes been 
motivated by the desire to strengthen the given depart- 
ments in opposition to others within the organization. 

Organization and the Unit Accountant 

It is my contention that the central administrative of- 
fice should limit its instruction to that which is necessary 
to provide only a general administrative control over the 
accounting and financial operations of the units, and to 
provide the accounting and statistical information required 
for the operations of the senior administrative body and 
required for a broad financial control. In effect these in- 
structions would emanate from the comptroller as the 
headquarter’s officer responsible for that phase of general 
administration. The object is to delegate to the unit the 
responsibility and the ability to obtain the additional ac- 
counting and statistical information necessary, or deemed 
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advisable, for the sound operations thereof and to grant to 
the unit manager the tools which he needs. I do not pro- 
pose to attempt to outline the details of what would likely 
be required. The needs must be self-determined; they are 
dependent upon the nature of the operations, the circum- 
stances in which the unit operates, and even the mode of 
thought and method of operation of the individual unit 
manager, his assistants and his functional supervisors. 
The unit accountant, one of the senior members of the unit, 
may be made a member of the unit management group. 
The assignment of duties and responsibilities within the 
unit is a duty of the unit manager. 

Unless the delegation of managerial responsibility is 
very slight, more detailed cost information should be re- 
quired by the unit than will generally be used at the higher 
levels. It should be the responsibility of the unit account- 
ant to supply unit management with significant, timely cost 
data of sufficient accuracy—economically. This includes 
the responsibility of seeing to it from time to time that the 
information submitted deals with the current problems of 
the unit. It is easy to fall into the habit of preparing re- 
curring statements, which are no longer of particular sig- 
nificance. The circumstances which made them desirable 
at one time have since changed. The accountant who is 
literally a part of the unit is more able to intelligently de- 
termine what is required now and to truly picture the 
related facts—he has his “fingers in the dough”. The unit 
accountant’s duties include various other analysis to assist 
management in perceiving any important development, 
trend, or factor which might exist or creep into the opera- 
tions. If the reader wonders why such apparent truisms 
should be stressed, let him ask himself, for example, how 
many accountants do analyze and assist management in so 
doing? — how many statements are laboriously prepared 
and treated as the end of aceounting, never to be effectively 
used? Let the accountant be most cautious before blaming 
this upon management and the operators. The unit ac- 
countant may assist the local manager in keeping expendi- 
tures within the broad budget approved by headquarters 
and in exercising the more specific on-the-job control re- 
quired by the unit manager. 
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The unit accountants can and should look to their tech- 
nical superior, the comptroller, for advice and assistance. 


Summary 

It is more difficult to determine general principles of 
organization than it is to establish broad accounting prin- 
. ciples, due to the more complex human factors involved. 
It is agreed that one principle should be to the effect that 
normally the comptroller should report directly to the 
president of a corporation and, if practical, be a member 
of the board of directors, executive committee or finance 
committee, but it is my opinion that in stating such a 
principle one must confine it to the manner in which the 


broad financial function and the related financial account- - 


ing function should be fused within the organization. The 
comptroller should have reporting directly to him the offi- 
cers and clerks necessary to the performance of his func- 
tions as a member of the top executive unit of the organi- 
zation. It is my opinion that another general principle 
should be acknowledged, namely, that as far as practical, 
the personnel charged with the performance of the account- 
ing functions required to assist the manager of an inte- 
grated operating unit (who is responsible to the executive 
unit for the administration of those specific operations), 
should be responsible to that manager. To put it another 
way: as far as practical, the operating unit manager should 
have his own accounting force, to the extent that it is ad- 
visable for him to have the assistance of accountants in the 
meeting of his responsibilities. It should be thus acknowl- 
edged that the related accounting function is an acces- 
sory: its greatest potential importance will be realized in 
this way. The internal audit of these accounting sections 
should be performed under the jurisdiction of the comp- 
troller. In the event that the organization is of such a 
size that it is deemed advisable to internally audit the broad 
financial accounting of the comptroller, the internal audit 
section might report to the president or the board of di- 
rectors, or at least to some other executive officer on the 
same level as, and independent of, the comptroller. As an 
alternative, the comptroller might retain his larger internal 
audit section for the audit of all accounting sections within 
the lower administrative levels, the broad financial audit be- 
ing performed by an officer reporting to a level higher than 
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that of the comptroller. The latter alternative permits hold- 
ing the comptroller responsible for determining the depend- 
ability of the unit accounting figures entering into the 
statements used at his and higher levels, and for the rea- 
sonable dependability of internal control application within 
those units. The financial internal auditor would of course 
broadly review the overall internal control principles and 
their application. 


Personals 


Leon Panzer, C.A., announces the removal of his office 
to 30 Bloor Street West, Suite 409, Toronto. 


Malcolm C. McCannel, F.C.A., and Gilbert E. Gee, C.A., 
formerly practising in Edmonton under the name of Mc- 
Cannel Bros. & Company, announce the change in name 
of their partnership to McCannel & Gee, as from 1st Janu- 
ary 1947. The office address will remain as at present— 
713 McLeod Building, Edmonton, Alberta. 


Messrs. S. Thornton, C.A., S. M. Milne, C.A., and D. J. 


Campbell, C.A., practising under the firm name of Rankin, | 


Saul & Thornton, chartered accountants, announce that in 
future the name of the firm will be Thornton, Milne & 
Campbell, chartered accountants, 354 Grain Exchange 
Building, Winnipeg, Manitoba. 


Allan M. Butler, C.A., and William Wood, C.A., announce 
that their professional practices have been merged into a 
partnership under the firm name of Butler, Wood & Com- 
pany, chartered accountants, with offices in the Canada 
Permanent Building, Halifax, Nova Scotia. 


Helliwell, Maclachlan & Company, chartered account- 
ants, 1818 Marine Building, Vancouver, announce the ad- 
mission to partnership of Mr. Hugh H. Adair, C.A. 


Messrs. Arthur S. FitzGerald, C.A., Guy F. Luttrell, 
C.A., and Harry Heyes, C.A., announce that they have 
formed a partnership and will practice their profession 
under the firm name of Arthur S. FitzGerald and Company, 
chartered accountants, 307 Canada Building, Windsor, 
Ontario. 


FEseRvuaky 1947. 
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Current Accounting Literature 
By Frank S. Capon, C.A. 
Montreal, P.Q. 


Although Research Bulletin No. 27 of the American 
Institute of Accountants, entitled “Emergency Facilities’, 
deals primarily with the accounting for facilities covered 
by U.S. certificates of necessity, a subject peculiar to the 
U.S., it does include many interesting points on the de- 
sirability of restating financial statements to adjust major 
errors in prior year depreciation provisions. While the 
majority of the Research Committee consider that ad- 
justments should be made if they will result in important 
variations in future profit statements, the minority feels 
strongly that the accounts should stand, and that the facts 
should be disclosed by appropriate footnotes. 

Costing Economic Changes 

“So I leave with you the challenge of costing economic 
changes and. the duty of presenting basic cost changes 
intelligently and effectively.” With these words, Enders 
M. Voorhees closed an address to the National Association 
of Cost Accountants, in which he points out the imperative 
importance of setting forth costs of economic changes 
brought about by or during the war in such a way that they 
are crystal clear to the public. The altered position of 
labour ; the effect of unreasonable demands; the true profit, 
selling price, and wage structure position; the portion of 
increased output properly attributable to improved tools 
and the portion represented by greater worker productiv- 
ity ; these are all proper subjects for accountants to disclose 
in financial statements. As Chairman of U.S. Steel’s Fin- 
ance Committee, Mr. Voorhees has every right to throw 


PUBLICATION ADDRESSES, AND PRICE PER COPY POSTPAID 
a. | o =e Accountants’ Hall, Victoria Embankment, London, W.C. 
an 

Accountants’ Magazine, 23 Rutland Square, Edinburgh, Scotland. 

as _—" School of Commerce, Northwestern University, "icdiee, I, 

The Accountant, Moorgate Place, London E.C. 2, England. 1 shilling. 

The Controller, 1 East 42nd St., New York, N.Y. 50 

Cost and Management, 66 King St. Hamilton, Ont. 85 cents. 

Harvard Business Review, Sarveed University, Boston, Mass., U.S.A. $1.50. 

Journal of Accountancy, 13 East 41st St., New York, N.Y. 35 cents. 

The Internal Auditor, 39 Atlantic Street, Stamford, Conn., U.S.A. $1 

of Cost Accountants, 885 Madison Ave., "New York. 75 cents. 

Willeocks St., Toronto, 


Limited, $81 


























CURRENT ACCOUNTING LITERATURE 


a challenge to accountants, particularly one which he justi- 
fies so completely, The speech, reprinted in pamphlet form, 
‘is-available on request from U.S. Steel Corporation. 


- Salesmanship for Accountants 

After opening with a claim that he is going to be un- 
orthodox J. A. Handy does not disappoint in his article 
on salesmanship as an accounting tool in the lst December 
N.A.C.A. Bulletin. “Let us remember that... . the only 
ideas that really count are the ones which we are able to 
sell to the other fellow”, the author states in summing up 
the entire article. “If our prospect does not understand 
the meaning of depreciation or obsolescence we should tell 
him that the damned thing is wearing out.” Mr. Handy 
calls on us for the proper use of charts, elimination of 
useless and befogging detail, and above all to avoid tech- 
nical accounting language which only confuses and annoys 
the layman. 


Control of Plant Maintenance Costs 

In the same bulletin, E. V. Hopton has contributed an 
article on budgetary control of plant maintenance costs. 
The data required in reports on maintenance costs is cov- 
ered in some detail, including illustrations of schedules 
and charts on which such reports may be based. In par- 
ticular the author calls for provocative reports—that is, 
reports that will provoke thought processes, thus stimu- 
lating otherwise latent ideas for controlling costs. 


Production Control 


The ever-increasing danger of a sudden build-up of 
inventories in the face of price inflation turns the spotlight 
on production control—the science of matching production 
to demand in order to avoid the manufacture of excessive 
quantities of goods or goods for which there is no demand. 
In the 15th December N.A.C.A. Bulletin, L. W. Perkins 
gives a case history of the production control organization 
and procedures of the International Harvester Company, 
including sales forecasting, production forecasting, mater- 
ial scheduling, and control of production flow. If industry 
is to avoid the catastrophe of inventory inflation, indus- 
trial accountants must enforce some measure of production 
control. 
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Operating Management’s Demands on Accountants 
In the above bulletin, T. M. Chalmers of Tennessee Coal, 
Iron and Railroad Company, has listed in straight forward 
terms what operating managements expect to receive from 
accountants. The list is imposing, including analyses of 
profit margins and reports on trends, departmental ex- 
penses and results, works accounting procedures and fin- 
ancial results, cost reduction data, manufacturing specifi- 
cation analyses, basic standards data, quality control in- 
formation, long range planning, and so forth. Above all, the 
author stresses the imperative need for all of these reports 
to be concise and simple—a verbose report written in 
technical accounting language is worse than useless as it 
will never be read. The other watchwords offered by Mr. 
Chalmers are—get reports and statements out promptly, 
and observe rigidly the lines of organization. 
be Value of the Balance Sheet 

_~At a time when there has been an almost universal 
swing towards the income statement as the most important 
of the financial statements, “The Accountant” comes out 
editorially in its 7th December issue, with a reminder that 
the significance of the balance sheet is in no way reduced 
because the income statement has been found to be of 
value. While the latter shows the results from operations 


_ for a period, the former shows what has been done with 


those results, and what remains to be used in future oper- 
ations. The balance sheet is the inseparable link between 


| the income statements, but the Editor also points out the 
\ importance of recording the current economic position as 
\well as the historical cost position. 


se Solicitors Accounts 


Accounting for solicitors and lawyers is a specialized 
branch of our activities, particularly in so far as it deals 
with handling and distribution of trust funds. An article 
on the subject by E. F. Wilkins, together with the rules 
regarding accountants’ certificates made by the Council of 
the Law Society, is contained in the 23rd November issue 
of “The Accountant”. 

Internal Auditing 

Two outstanding articles on internal control and intern- 
al auditing both by leading American accountants, are in- 
cluded in the December issue of “The Internal Auditor”. 
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Maurice E. Peloubet covers the subject from the viewpoint 
of the professional auditor, and he is followed by Victor 
Z. Brink who deals with the standpoint of the company. 
An ever-increasing portion of the detailed checking and 
procedure control previously undertaken by professional 
auditors is now undertaken within industrial organizations, 
resulting in the formation of a new body the Institute of 
Internal Auditors, and in view of this basic trend the above 
articles will be found of particular interest. 


Problems in an Accountant’s Office 

“The December issue of “The Journal of Accountancy” 
contains a short article on the problems of a medium sized 
public accounting office, by R. B. Mayo. In addition to 
reviewing the type of records required by the professional 
accountant, the author covers the question of staff selection, 
salary policies, overtime pay, and use of time in both rush 
and quiet periods. It seems to me that too much stress is 
laid on the problem of slack periods—surely, professional 
accountants should welcome such periods when they have 
an opportunity to really study clients problems and under- 
\ take research work which would enable them to increase 
\greatly the value of the audit to the client. 


aac Accounting Education 


A new type of accounting course, developed at Brook- 
lyn College, is outlined in some detail by D. Lipsky and 
E. R. Young, in the December “Journal of Accountancy”. 
Primarily, the first year of this course is designed to pro- 
vide the preliminary accounting foundation for students 
intending to become qualified accountants as well as pro- 
viding a knowledge of accounting fundamentals for stud- 
ents who intend to enter other business or professional 
fields. It appears to be of real importance to provide a 
basic knowledge of accounting for businessmen and stud- 
ents who do not intend to become technical accountants 
but who should have a working knowledge of the tech- 
niques, terminology, and potential value of accountants, 
and it appears to be up to the accounting profession to 
develop such an educational program. 


Accountants and Publicity Trends 


Dr. Claude Robinson, who is in charge of research for 
the Controllers Institute of America—has contributed an 
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article on the necessity for clarity and sufficiency in the 
publication of financial data, in the December issue of “The 
Controller”. In particular, Dr. Robinson deplores the dang- 
erously incorrect decisions reached by so many uninformed 


' members of the public on such matters as wage demands, 


selling price levels, profit policies and so forth, and calls 
on accountants to bear such problems in mind when pre- 
paring financial data for publication. 
Budgeting and Price Changes 

The special effect on budgets of changes in selling 
prices, labour rates, or raw material costs, is reviewed by 
F. Klein in the December issue of “The Controller’. Budget- 
ing is an all-important tool of modern business manage- 
ment—it permits management to pre-determine how the 
resources available to it may be employed most effectively. 
The follow-up to the budget is the analysis of variations— 
and this is where the various types of price or cost changes 
are of vital importance. The author of this article suggests 
the form which should be used to report on the adjustment 
of budgets necessitated by price and cost changes. 

Budgetary Control and Standard Costs 

With the expressed intention of describing briefly the 
nature of budgetary control and some of the general prin- 
ciples governing the application and operation, R. Taylor 
has presented a brief, but interesting review of his subject 
in the December issue of “The Accountant’s Magazine”. 
Standard costs and budgeting have not been developed in 
the U.K. and Scotland to the same extent as in Canada 
and the U.S., but many accountants on this side will find 
this article to be of real value, and will be particularly 
interested in the form of income statement which starts 
out with budgeted results, coming down to actual profits. 

Effect of Latest Tax Act Amendments 

In a recent address in Montreal, reprinted in the De- 
cember issue of “Cost and Management”, H. R. Stikeman 
reviewed the effect of the latest changes in the Income War 
Tax Act and particularly those sections providing the ap- 
peal board and the advisory board. Since it will probably 
be at least two years before either board will be in opera- 
tion there is still time for discussion of, and possible amend- 
ment, to the apparent scopes of the responsibilities of the 
two boards. 
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The Development of Cost Accounting 

An historical review of the Institute of Cost and Works 
Accountants, and of cost accounting generally, has been 
contributed by R. Dunkerley in the September-November 
issue of “The Cost Accountant” (23 Queen Square, London, 
W.C. 1). The review of the development of cost accounting 
is of particular interest, since it covers a number of vitally 
important problems for which chartered accountants are all 
too frequently unprepared. 


Foreign Exchange Control 


By R. F. Bruce Taylor, F.C.A. 
Toronto, Ontario 


On ist January 1947 the Foreign Exchange Control 
Act, which was passed by Parliament during the 1946 
session, came into force, together with new Foreign Ex- 
change Control Regulations made by the Governor in 
Council under the provisions of the Act. These superseded 
the Foreign Exchange Control Order and the Regulations 


of the Foreign Exchange Control Board under which ex- 
change control has been carried on since its introduction at 
the commencement of the war. 

The Foreign Exchange Control Act and Regulations 
make no substantial change in the general character of the 
exchange control nor in its method of administration. The 
types of transactions affected by the Act and Regulations 
are in general all those having international financial im- 
plications and particularly; 

(a) purchases and sales of and other dealings in for- 

eign exchange; 

(b) payments in Canadian dollars by Canadian resi- 

dents to or to accounts of non-residents; 

(c) exports of goods, securities and currency ; 

(d) imports of goods; and, 

(e) transactions in securities between residents and 

non-residents. 

As announced by the Minister of Finance in the latter 
part of December, however, the new Regulations reflect 
two notable changes in general foreign exchange control 
policy brought about as a result of new factors arising out 
of the steps which Canada and other nations are taking 
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with a view to re-establishing world trade on a multilateral 
basis. 

Under the terms of the agreements made at the time 
credits were negotiated with Canada and the United States, 
the United Kingdom is committed to make the sterling 
earnings of other countries freely available for expenditure 
anywhere by 15th July 1947. As a preliminary but im- 
portant step toward this end, arrangements have been 
made between Canada and the United Kingdom under 
which sterling is now transferable between Canada and a 
number of other countries, including the United States, in 
addition to countries in the sterling area. This means that 
Canadian exporters and importers may now trade on a 
sterling basis if they wish to do so, with the following 
countries as well as with the countries of the British Com- 
monwealth: 

Anglo-Egyptian Sudan Honduras 


Argentina Iceland 

Colombia Iraq 

Costa Rica Mexico 

Cuba Nicaragua 

Dominican Republic Panama 

Ecuador Philippine Islands 

Egypt Salvador 

Faroe Islands Transjordan 

Guatemala United States and territories 
Haiti Venezuela 


It is expected that other countries will be added to this list 
as the United Kingdom completes the necessary arrange- 
ments with them. Transactions with these countries are 
not restricted to sterling but may also take place in terms 
of U.S. dollars if the parties prefer that course. The use 
of sterling is, however, expected to facilitate trade with 
certain of the countries concerned and to prevent discrimin- 
ation against Canadian exporters on the basis of currency 
considerations. 

An important effect of this arrangement is that surplus 
sterling which Canada may acquire may now be converted 
into U.S. dollars by sale in New York. For the time being, 
this will not result in any substantial improvement in Can- 
ada’s overall foreign exchange position since the United 
Kingdom’s deficit in transactions with Canada is being met 
at the present time largely from the Canadian credit and 
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Canada is, therefore, not acquiring sterling surplus to its 
current needs. In the long run, however, the arrangement 
is expected to assume greater significance since it offers 
the prospect that when trade returns to a more normal 
basis, Canada’s surplus from trade with the United King- 
dom may once again be applied against her customary 
deficit in trade with the United States as was done prior 
to the commencement of the war. 

Since sterling under this arrangement now becomes the 
equivalent of U.S. dollars, it is necessary to exercise control 
over sterling transactions in the same manner as over U.S. 
dollar transactions. Similarly it becomes necessary to ex- 
ercise controls over transfers of Canadian dollars from 
Canada to the sterling area in the same manner as other 
countries, to exercise supervision over imports from the 
sterling area and to ensure that payment is received for 
exports to the sterling area. In other words, the former 
distinction between U.S. dollars and sterling now disap- 
pears and, for practical purposes, they may be regarded 
as interchangeable. 

The other principal change in the new Foreign Ex- 
change Control Regulations arises out of the export credits 
which the Canadian government has extended to various 
European countries to assist them in overcoming their diffi- 
culties during the transitional period and to re-establish 
their trade. These credits have up to the present time been 
used largely for governmental purchases in Canada and 
have been handled under a special exchange control pro- 
cedure. For all other exports to the countries concerned, 
exchange control regulations required the exporter to ob- 
tain payment in foreign exchange. Several of the countries 
have, however, expressed the wish to use the Canadian 
credits to finance private trade with Canada and at the last 
session of Parliament, the Export Credits Insurance Act 
was amended to enable this to be done. In line with this, 
the new Foreign Exchange Control Regulations provide 
that exports from Canada to France, Belgium, Norway, 
Holland and Czechoslovakia may be made for payment in 
either foreign exchange or Canadian dollars paid from a 
bank account in Canada of one of those countries. As in 
the past, payment may not be made for exports to these 
or other countries with Canadian dollars acquired in un- 
official exchange markets. 
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The new Foreign Exchange Control Regulations and 
instructions issued under them also provide for certain in- 
creases in exemptions from completion of forms and ex- 
tend the authority of banks to deal with transactions in 
a number of cases without referring them to the Board, 
the purpose being to simplify exchange control procedures 
for the public to the greatest extent possible consistent with 
the maintenance of effective control. For example, banks 
now have authority to enter into forward exchange con- 
tracts covering exports and imports for periods up to 180 
days as compared to the former limit of 90 days. 

A change of interest to accountants is that banks have 
been given authority to approve dividend applications by 
Canadian companies in any case where control of the com- 
pany rests in Canada. Formerly all applications to pay: 
dividends where more than 10% of the payments went to 
non-residents had to be referred to the Board 30 days in 
advance of the payment date supported by financial state- 
ments to establish that the payment was being made out of 
“current earnings”. Under the new regulations and in- 
structions, applications need be made in advance and be 
supported by financial statements at the time of application 
only where the payment is to a non-resident parent or as- 


sociated company. 


LEGAL DECISIONS 


RESPECTING THE INCOME WAR TAX ACT 
OF CANADA 


DISALLOWANCE OF EXPENSE 


Minister of National Revenue, Appellant 
—and— 
Wrights’ Canadian Ropes Ltd., Respondent 
(Judgment of the Lords of the Judicial Committee of the Privy Council, 
11th December 1946) 

This appeal relates to three assessments made against the re- 
spondent Company Wrights’ Canadian Ropes Limited under the Income 
War Tax Act and The Excess Profits Tax Act of the Dominion of 
Canada for the respondent’s fiscal years 1940, 1941 and 1942. The 
questions in issue are the same for all three years and the relevant 
statutory provisions are the same under both Acts. It is accordingly 
sufficient to refer to the Income War Tax Act alone. The only matter 
upon which the assessments were challenged by the respondent was 
the disallowance by the appellant of part of certain sums which had 
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admittedly been paid in the years in question by the respondent to an 
English Company, Wrights’ Ropes Limited of Birmingham, by way of 
commission under an existing contract dated the 12th September 1935. 
These sums were claimed by the respondent to be properly deductible 
in computing the amount of their taxable income. 

The contract by clause 1 was expressed to supersede an earlier 
contract dated the 19th May 1931. The parties to both contracts were 
Wrights’ Ropes Limited (referred to as “Wrights’’), another English 
Company named Charles Hirst & Sons Limited (referred to as 
“Hirsts”) and the respondent whose name at the date of the earlier 
contract was William Cooke & Co. (Canada) Ltd. The earlier con- 
tract provided for the assignment to the respondent of the business 
and sales agencies of Wrights in Western Canada and for the per- 
formance by Wrights of certain services for the benefit of the respond- 
ent together with a restrictive covenant by Wrights against the sale 
by Wrights of wire rope in Western Canada. The consideration pay- 
able by the respondent to Wrights for the latter’s performance of its 
obligations was to be a commission at the rate of 5 per centum upon 
all cash received in respect of the net selling price of all wire ropes 
both manufactured and sold by the respondent since the 1st March 
1931. While this earlier contract was still current the later agreement 
of the 12th September 1935 (which was expressed to supersede it), 
was entered into and by clause 8 it was to continue until determined 
by twelve calendar months’ notice in writing given by any party to 
the other parties. Apart from the provision for the transfer by 
Wrights of its business and sales agencies in Western Canada (which 
had already been carried into effect) the terms of this contract were 
substantially of the same character as those of the earlier contract. 
There was a similar restrictive covenant by Wrights (clause 2(a)) and 
the services to be performed by Wrights for the benefit of the re- 
spondent were substantially the same as before. These services may 
be briefly summarized as follows: under clause 2(e) Wrights were 
to act as technical advisers to the respondent in the purchase instal- 
lation and operation of machinery for the manufacture cf wire ropes 
and in the design and manufacture of wire ropes; under 2lause 2(f) 
Wrights were to furnish to the respondent all information whether 
of a technical or a commercial nature known to them which might be 
helpful in the manufacture and sale of wire ropes and generally to 
place at the disposal of the respondent the accumulated experience of 
Wrights and the benefit of their future experiments and investigations. 
Wrights were also to supply copies of catalogues and advertising mat- 
ter; under clause 2(g) Wrights were to supervise the supply of wire 
to the respondent by Hirsts who (save when unwilling or unable to 
supply) were by clause 3 to be the exclusive suppliers to the respond- 
ent of wire for use by the respondent in the manufacture of wire 
rope. By clause 5 the same commission at the rate of 5 per centum 
was payable to Wrights by the respondent as had been payable under 
the earlier agreement. 

In the respondent’s profit and loss accounts attached to their re- 
turns under the Income War Tax Act and The Excess Profits Tax Act 
the sums paid in respect of this commission were set out as follows: 
For 1940 $17,381.94, for 1941 $29,325.85 and for 1942 $39,480.91. It is 
admitted that these sums were duly payable by the respondent under 
the contract and that they were in fact paid. Nevertheless the re- 
spondent, acting according to what their Lordships were informed by 
counsel was an arrangement made with the Revenue in previous years, 
voluntarily offered in their returns to submit to a reduction for tax 
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purposes of the figure of 5 per centum to that of 3% per centum so that 
the sums claimed as deductions in arriving at their taxable income for 
the years in question were reduced as follows: In 1940 by $5,214.58, in 
1941 by $8,797.75 and in 1942 by $11,844.27. In their Lordships’ opin- 
ion this offer has no relevance to the questions which fall for decision 
and cannot be used in any way to the prejudice of the respondent in 
this appeal. The offer was not accepted by the appellant and the 
respondent is accordingly entitled to stand upon its strict rights. 

Assessments in respect of the three years in question were made 
on the 10th May 1944. In these assessments the only sums allowed 
as deductions for the purpose of arriving at the net taxable income 
of the respondent in respect of the commission paid by the respondent 
to Wrights were the sum of $7,500 for each of the three years that 
is to say for the year 1940 $9,881.94 out of $17,381.94 actually paid 
was disallowed, for the year 1941 $21,825.85 out of $29,325.85 actually 
paid was disallowed and for the years 1942 $31,980.91 out of $39,480.91 
actually paid was disallowed. 

In making these disallowances the appellant purported to act under 
section 6 subsection 2 of the Income War Tax Act which provides (in 
reference to deductions in computing assessable profits) as follows: 

“The Minister may disallow any expense which he in his dis- 
cretion may determine to be in excess of what is reasonable or 
normal for the business carried on by the taxpayer, or which was 
incurred in respect of any transaction or operation which in his 
opinion has unduly or artificially reduced the income.” 

It appears from a letter written on the 13th August 1943, by the 
Inspector of Income Tax to the respondent printed on page 34 of the 
Record that of the various grounds for disallowance specified in the 
subsection the particular ground upon which the Minister purported 
to act was that the commissions paid were “in excess of what is 
reasonable for the business”. No question therefore arises as to the 
payments not having “unduly or artificially reduced the income”. 

Their Lordships find it convenient at this point to dispose of two 
arguments which found favour in some of the judgments of the Su- 
preme Court and were repeated before the Board. It was said in the 
first place that the payments in question were not “expenses” within 
the meaning of the subsection since they were payments made under 
a valid contract as consideration for the contractual benefits thereby 
conferred. The word “expense” as used in the subsection has, it was 
said; a narrow meaning and does not extend to payments of this 
character. Their Lordships are unable to accept this argument. It 
appears to them that the word “expense” as used in the subsection 
has a quite general meaning and is wide enough to cover any expendi- 
ture by the taxpayer whether made under or as a condition of obtain- 
ing a contract or otherwise. There is in the opinion of their Lordships 
no justification for drawing a distinction between different kinds of 
contractual payment and this view is confirmed by the use of the 
word “expense” in other parts of section 6 where its meaning can only 
be of a general nature. It is sufficient in this connection to refer to 
subsections 4 and 5 of section 6. 

The other of the two arguments to which reference has been made 
appears at first sight to be more substantial but in their Lordships’ 
opinion it also must be rejected. It is said that the payments in 
question are dealt with exclusively by paragraph (i) of subsection (1) 
of section 6, that on the true construction of that paragraph they must 
be allowed as deductions and that the powers of disallowance vested 
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in the Minister under subsection 2 do not extend to payments which 
are thus covered by paragraph (i) of subsection (1). 

The relevant words of paragraph (i) of subsection (1) of section 
6 are as follows: 

“In computing the amount of the profits or gains to be as- 
sessed, a deduction shall not be allowed in respect of 

(i) any sums charged by any company... outside of Canada 
to a Canadian Company ... in respect of management fees or 
services ... irrespective of whether a price or charge is agreed 
upon or otherwise; but only if the company ... to which such 

sums are payable, or the company in Canada, is controlled di- 

rectly or indirectly by any company ... within or without Can- 

ada.” 

The argument was that the sums here in question were of the na- 
ture described in the paragraph, that on the true construction of the 
paragraph sums of this nature are to be allowed as deductions save 
in the sole case where the required control exisis, that on the ad- 
mitted facts in the present case no such control existed and that sums 
thus imperatively directed to be allowed cannot be made the subject- 
matter of a discretionary disallowance in whole or in part by the 
Minister under subsection 2. 

Two incidental questions were raised in connection with this 
argument. One was as to whether the required control of the re- 
spondent by Wrights existed in fact. As to this their Lordships 
are of the opinion that the admission signed on behalf of both 
parties on the Ist June 1945 and printed on page 57 of the Record 
to the effect that Wrights held only 49.86 per cent of the shares of the 
respondent is conclusive that it did not. 

The other question was whether the sums in question, payable as 
they were in respect of a variety of considerations including the re- 
strictive covenant by Wrights, could be said to be of the nature 
specified in paragraph (i) of subsection (1). Their Lordships do not 
find it necessary to express an opinion upon this question since in 
their view the main argument fails. Their reasons may be shortly 
stated. The disallowance prescribed by section 6(1)(i) is compulsory 
(save in so far as a provision at the end of the paragraph allows the 
Minister to mitigate it in a limited class of case) and does not come 
into operation as the result of a determination by the Minister as is 
the case where disallowance is effected under subsection 2. The di- 
rection in paragraph (i) beginning with the words “but only” does 
no more than lay down the limits within which this compulsory dis- 
allowance is to operate; it cannot in their Lordships’ opinion be con- 
strued as meaning that in cases not falling within those limits no 
disallowance is to take place under subsection 2. There does not 
appear to their Lordships to be any real difficulty in reconciling a 
provision which says that the compulsory disallowance is only to 
take place in certain stated circumstances with the provision in sub- 
section 2 which provides in quite general terms for a disallowance to 
be effected in different circumstances and in a different manner, viz., as 
the result of a determination by the Minister. The language is in- 
sufficient to require the two provisions to be read as mutually ex- 
clusive as is in effect contended by the respondent. 

There is one more argument advanced on behalf of the respondent 
which can conveniently be dealt with before coming to the substan- 
tial question in the case. On the 29th May 1944 the respondent served 
on the appellant a notice of appeal against the assessments under 
section 58 of the Income War Tax Act. Section 59 of the Act pro- 
vides that notices of appeal are to be considered by “the Minister” who 
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is to “affirm or amend the assessment appealed against” . Under sec- 
tion 75(2) of the Act the Minister is empowered by regulation to 
authorize the Commissioner of Income Tax “to exercise such of the 
powers conferred by this Act upon the Minister, as may, in the 
opinion of the Minister, be conveniently exercised by the Commis- 
sioner of Income Tax”. On the 8th August 1940 the appellant made 
a regulation authorizing the Commissioner of Income Tax to exer- 
cise without exception the powers conferred upon the Minister by the 
Act. At the date of this regulation Mr. C. Fraser Elliott, K.C., was 
the Commissioner of Income Tax. Under section 1 of chapter 24 of 
the Statutes of 1943-44 power was given to the Governor in Council 
to appoint a “Deputy Minister of National Revenue for Taxation” and 
that title was to be substituted for the title “Commissioner of Income 
Tax”. Mr. Fraser Elliott was duly appointed Deputy Minister of 
National Revenue for Taxation. It was Mr. Elliott as the appellant’s 
delegate who made the disallowances complained of and signed the 
assessments and it was he who dealt with and rejected the appeal 
of the respondent under section 59. It was contended on behalf of 
the respondent that although the power to make disallowances under 
section 6(2) and to sign assessments could validly be delegated by 
the Minister it was not competent to him to delegate the duty to 
consider appeals under section 59 and that accordingly the appeal of 
the respondent under that section had never been considered as the 
section requires. This argument is based on a suggested distinction 
between powers and duties which their Lordships so far as the 
present case is concerned are unable to accept. The distinction if 
well founded would mean that the Minister himself would be bound to 
head all income tax and excess profits tax appeals, a burden which it 
is not to be supposed that the Legislature can have intended to place 
upon his shoulders. Indeed the making of assessments is as much 
a matter of duty as the hearing of an appeal and the argument that 
duties as distinct from powers are to be excluded from the right to 
delegate given by section 75(2) would, if accepted, render that right 
of little practical value. 

Their Lordships will now proceed to deal with the main question 
which is in issue in the appeal. 

By notice dated the 26th September 1944 the decision of the ap- 
pellant dismissing their appeal was communicated to the respon- 
dent pursuant to section 59 of the Income War Tax Act. The notice 
stated that the decision was “based on the facts presently before the 
Minister”. What these facts were was stated in unambiguous language 
by the Deputy Minister in his examination for discovery in the action 
which ensued. They were “the financial statements of the company 
for each of the years concerned, the income tax returns for the com- 
pany and all documents attached to these two documents”. This 
clearly included copies of the two agreements mentioned which had 
been forwarded to the Inspector by the respondent on the 8th Sep- 
tember 1945. In addition, the Deputy Minister had before him a re- 
port by the Inspector of Taxes to the Minister. 

On receipt of the notice of dismissal of their appeal the respondent 
served a notice of dissatisfaction pursuant to section 60 of the Income 
War Tax Act. The Minister served a reply under section 62 and 
transmitted certain documents to the registrar of the Exchequer Court 
under section 63. Thereupon under subsection 2 of that section the 
matter was to be “deemed to be an action in the said Court ready 
for trial or hearing’. The appeal was heard by Mr. Justice Cameron 
in the Exchequer Court. The only witness called was Mr. Joseph 
Gordon Chutter the Managing Director of the respondent. 
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Cameron, J., dismissed the appeal. The respondent thereupon 
appealed to the Supreme Court who by a majority (diss. Kerwin, J.) 
allowed the appeal with costs. The formal order directed the assess- 
ments to be “referred back to the Minister of National Revenue under 
the provisions of section 65(2) of the Income War Tax Act to be 
dealt with by him in accordance with the reasons for judgment of 
the majority of the members of this Court”. Their Lordships will 
have some comments to make upon this order later in this judgment. 

In the reasons for judgment in the Supreme Court and in the 
argument before their Lordships’ Board considerable discussion took 
place with regard to the Report made by the Inspector of Income Tax 
to the Minister. The contents of this document were not communi- 
cated to the respondent at any stage and when his examination for dis- 
covery Mr. Elliott was asked by counsel for the respondent to produce 
it he declined to do so. It was not produced nor was the nature 
of its contents disclosed either before the Supreme Court or before 
their Lordships’ Board. The non-production of the document was put 
forward as a ground for allowing the appeal in the Supreme Court 
and was relied on by counsel for the respondent in the present ap- 
peal. It was argued that the Report ought to have been filed in the 
Exchequer Court under paragraph (g) of section 63(1) of the Act 
which includes among the documents to be filed by the Minister “all 
other documents and papers relative to the assessment under appeal”. 
Their Lordships do not find it necessary to express a concluded 
opinion on the question whether this language is sufficiently wide to 
cover what would normally be regarded as a confidential communica- 
tion made to a Minister by one of his subordinates and as such priv- 
ileged from production. If indeed paragraph (g) did cover the Report 
the proper method to secure its production before the Exchequer 
Court would have been by interlocutory application to that Court. 
No such application was however made and the non-production of 
the report could not by itself assist the respondent. 

Their Lordships now return to a consideration of the language 
of section 6 (2). They cannot help thinking that some confusion has 
been caused throughout the history of this controversy by the phrase 
contained in the subsection “in his discretion”. The word “discretion” 
is in truth scarcely appropriate in the context since what the Min- 
ister is required to do before he can make a disallowance is to “de- 
termine” that an expense is in excess of “what is reasonable or nor- 
mal for the business carried on by the taxpayer”. The reference to 
“discretion” in this context does not in the opinion of their Lord- 
ships mean more than that the Minister is the judge of what is rea- 
sonable or normal. If the matter had stood there and there had been 
no right of appeal against the decision of the Minister the position 
would have been different from what it is. But in contrast to cases 
arising under subsection 3 and 4 of section 6 where the decision of 
the Minister is to be “final and conclusive” a right of appeal to 
the Exchequer Court is given and the appeal is to be regarded as 
an action in that Court. This right of appeal must, in their Lord- 
ships’ opinion, have been intended by the Legislature to be an ef- 
fective right. This involves the consequence that the Court is en- 
titled to examine the determination of the Minister and is not neces- 
sarily to be bound to accept his decision. Nevertheless the limits 
within which the Court is entitled to interfere are in their Lordships’ 
opinion strictly circumscribed. It is for the, taxpayer to show that 
there is ground for interference and if he fails to do so the decision 
of the Minister must stand. Moreover, unless it be shown that the 
Minister has acted in contravention of some principle of law the Court, 
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in their Lordships’ opinion cannot interfere: the section makes the 
Minister the sole judge of the fact of reasonableness or normalcy and 
the Court is not at liberty to substitute its own opinion for his. But 
the power given to the Minister is not an arbitrary one to be exer- 
cised according to his fancy. To quote the language of Lord Hals- 
bury in Sharp v. Wakefield (1891) A.C. 173 at page 179 he must act 
“according to the rules of reason and justice, not according to pri- 
vate opinion; according to law and not humour. It is to be not 
arbitrary, vague and fanciful, but legal and regular”. Again in a case 
under another provision of this very section 6 (section 6(1)) where a 
discretion to fix the amount to be allowed for depreciation is given to 
the Minister, Lord Thankerton in delivering the judgment of the 
Board said “The Minister has a duty to fix a reasonable amount in 
respect of that allowance and, so far from the decision of the Minister 
being purely administrative and final, a right of appeal is conferred 
on a dissatisfied taxpayer; but it is equally clear that the Court would 
not interfere with the decision unless—as Daivs, J., states—‘it was 
manifestly against sound and fundamental principles’ ”’. (Pioneer 
Laundry and Dry Cleaners Ltd. v. Minister of National Revenue (1940) 
A.C. 127 at page 136.) 

In the present case the Minister’s decision is attacked on the 
ground that there was before him no material upon which he, as a 
reasonable man, could determine that any part of the commissions in 
question was in excess of what was reasonable for the business carried 
on by the respondent. The ground of attack is different from that 
which was successful in the Pioneer Laundry case. There the Minis- 
ter had given a reason for his decision which was in law incapable 
of supporting it, whereas in the present case no reason was given by 
the Minister although certain suggestions were made in the hearing 
before their Lordships by counsel as will presently appear. Their 
Lordshjps find nothing in the language of the Act or in the general 
law which would compel the Minister to state his reasons for taking 
action under section 6(2). But this does not necessarily mean that 
the Minister by keeping silence can defeat the taxpayer’s appeal. To 
hold otherwise would mean that the Minister could in every case or 
at least the great majority of cases render the right of appeal given by 
the Statutes completely nugatory. The Court is, in their Lordships’ 
opinion, always entitled to examine the facts which are shown by 
evidence to have been before the Minister when he made his deter- 
mination. If those facts are in the opinion of the Court insufficient 
in law to support it the determination cannot stand. In such a case 
the determination can only have been an arbitrary one. If, on the 
other hand, there is in the facts shown to have been before the Minis- 
ter sufficient material to support his determination the Court is not 
at liberty to overrule it merely because it would itself on those facts 
have come to a different conclusion. As has already been said, the 
Minister is by the subsection made the sole judge of the fact of reason- 
ableness and normalcy but as in the case of any other judge of fact 
there must be material sufficient in law to support his decision. 

So far as the evidence goes the only material before the appellant 
consisted of the documents mentioned by Mr. Fraser Elliott in his 
examination. All these documents with the exception of the Report 
of the Inspector were before the Courts in Canada. Their Lordships 
are unable to find in any of these documents any material upon which 
the determination of the appellant could lawfully be founded. Counsel 
for the appellant, when invited to point to anything in these docu- 
ments which could justify the disallowances, referred to two mat- 
ters only, viz., that the receipts of the respondent on which the 
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commission was paid were on a rapidly rising scale, due no doubt to 
war contracts; and that the rise in the amounts paid away in com- 
mission was not accompanied by a corresponding rise in the net profits 
of the company. In their Lordships’ opinion neither of these sug- 
gested reasons affords any support for a finding that the commis- 
sions paid in these years were in excess of what was reasonable for 
the business carried on by the respondent. The contract was admit- 
tedly a bona fide one. It is not to be presumed nor is it now sug- 
gested that the commissions were other than reasonable having re- 
gard to the benefits obtained by the respondent under the contract. 
The mere fact therefore that as the receipts increased the commis- 
sion automatically increased can provide no ground for saying that 
the increase was unreasonable. It was due to nothing but the op- 
eration of the terms of the contract which ex hypothesi were reason- 
able terms. 

The other reason suggested by counsel is equally without sub- 
stance. The fact that the net profits of the respondent were not in step 
with the rising amounts of the commission may have been due to a 
variety of causes and can have no possible bearing on the reasonable- 
ness of the commission payments, 

So far therefore as these documents are concerned their Lord- 
ships cannot find any material which could have justified any dis- 
allowance. But it was suggested that there may have been other facts 
before the Minister which justified him in taking the course that he 
did and in particular it is said that the Report of the Inspector may 
have contained the requisite material. Their Lordships cannot ac- 
cept this argument. The appellant has not chosen to produce any 
evidence as to these alleged matters and their Lordships are quite 
unable to assume in the appellant’s favour that he had before him 
sufficient facts to support his determination when he neither con- 
descends to state what those facts were nor attempts to prove that 
any such facts were in truth before him. The only inference which 
in their Lordships’ opinion can legitimately be drawn from the avail- 
able evidence is that, apart from the documents which were before 
the Court, the Minister had no material before him which influenced 
his mind in making the determination that he did. If he had in 
fact had such material it would in their Lordships’ opinion have been 
impossible to suppose that he would not have informed the respon- 
dent of at least the substance of it when the matter was originally 
brought before him so as to give the appellant a fair opportunity of 
meeting the case against him. The contrary supposition would in- 
volve that the appellant had come to a decision adverse to the re- 
spondent upon material of which so far as he knew, the respondent 
was completely ignorant and knowledge of which he deliberately with- 
held from him. 

In their Lordships’ opinion therefore the Supreme Court was right 
in allowing the appeal of the present respondent although, as will 
have appeared, their Lordships’ reasons are for the most part differ- 
ent from those that commended themselves to the several members of 
the Supreme Court. It remains to consider what the proper form 
of order should be. The order of the Supreme Court referred the 
matter back to the Minister under section 65(2) of the Income War 
Tax Act. Their Lordships do not think that this reference to sec- 
tion 65(2) was appropriate. The power conferred on the Court under 
that subsection to “refer the matter back to the Minister for further 
consideration” is, in their Lordships’ opinion, limited to cases of the 
kind referred to in subsection 1 of section 65, namely, where matters 
not referred to in the notice of appeal or notice of dissatisfaction are 
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admitted by the Court. In such cases a reference back to the Min- 
ister might obviously be an appropriate procedure. Where, however, 
as in the present case, the issues are fought out and the taxpayer 
is successful on his appeal the subsection does not, in their Lord- 
ships’ opinion, apply. A fortiori it cannot apply in the manner and 
with the consequences contended for by counsel for the appellant in 
the present case. They endeavoured to interpret the order as mean- 
ing that it would be open to the Minister to start as it were de novo 
and reconsider the whole matter of disallowance with power to come 
to the same conclusion as before or a different conclusion on the same 
or different material. This, in their Lordships’ opinion, would plainly 
be inadmissible. The issues have been fought out by action in the 
Courts and the appeal of the respondent was in terms allowed by 
the Supreme Court. The view submitted by the appellant, if correct, 
would give the Minister a second opportunity of making a determin- 
ation unfavourable to the respondent and thus depriving them of 
the fruits of their victory. 


On consideration of the reasons for judgment of the Supreme 
Court their Lordships are of the opinion that in allowing the appeal 
it was intended to decide that the disallowances complained of were 
to be set aside once and for all and that the reason for referring the 
matter back to the Minister was merely to enable him to adjust the 
assessments in accordance with this decision. That, in the opinion 
of their Lordships, was the correct order to make, but the reference 
back to the Minister for this purpose could and should have been 
made under the inherent jurisdiction of the Court and not under sec- 
tion 65(2). It cannot be doubted that when the Court has answered 
a question submitted to it in such a way as to necessitate a revision 
of the assessment it has inherent jurisdiction to send the assessment 
back for that purpose instead of being bound itself to make the con- 
sequential alterations. 


The formal order of the Supreme Court should, in their Lord- 
ships’ opinion, be varied by directing that the assessments be re- 
ferred back to the Minister (without any reference to section 65(2)) 
for an adjustment of the figures consequential on the allowance of 
the respondent’s appeal to the Supreme Court. 

For these reasons their Lordships will humbly advise His Ma- 
jesty that the appeal should be dismissed but that the order of the 
Supreme Court should be modified in the manner above indicated. 
The appellant must pay the costs of this appeal. 


DEVELOPMENT COSTS — DEPLETION — 
ALLOWANCES BY MINISTER 


Sterling Royalties Limited, Appellant 
—and— 
The Minister of National Revenue, Respondent 
(The Supreme Court of Canada, Hudson, J., 20th December 1946) 


The appellant, an Alberta oil producing company, filed an income 
tax return for 1934 showing a loss of $17.25. The Minister, however, 
assessed the company on a taxable income of $8,584.25. In their appeal 
to the Exchequer Court it was contended that the allowances for de- 
preciation and depletion as granted were determined upon an arbi- 
trary basis and did not take into account the short life of the wells in 


102 





LEGAL DECISIONS 


the Turner Valley area and the hazardous nature of the development 
of such wells. It.claimed that the fair method would have been to allow 
the whole of the development costs as a charge against income until 
such costs were fully amortized. At that time an allowance for de 
pletion and development granted by the Minister amounted to 25% 
of the gross revenue after deducting overriding royalties. The amount 
granted for depletion was 25% of the net income after deducting the 
allowance for depletion and development. The balance of the amount 
allowed was in respect of the recovery of development costs. The 
Exchequer Court upheld the decision of the Minister and stated that 
even though the method of determining the allowance for development 
and depletion had been changed in 1939 it did not impugn the validity 
of the discretion exercised by the Minister in prior years. 

HELD: The Supreme Court held by unanimous decision that the 
appeal should be dismissed with costs. Two of the five judges made 
the following comment: 

“The method adopted has not been shown to be without foun- 
dation in accounting principle. From what appears, it is quite 
impossible to say that over a wide field of this kind of production 
the allowance will not in the end work out fairly and justly. Cer- 
tainly no attempt was made to establish that it will not do that. 
One basis may, in a mathematical aspect, appear to be more scien 
tific, more exact, than another: but it was not said and cannot be 
said categorically that the use of this practical formula will not 
fairly serve the purpose to be aimed at in administering this 
feature of the tax act: dealing justly with and promoting enter- 
prise in the development of this kind of natural resource, As- 
suming then that the exercise of discretion is open to examination 
on the ground taken, I am unable to say that the Minister’s action 
here was not within the compass of the section, and the appeal 
should be dismissed with costs.” 


INCOME OF ESTATE 


The Executors of the Will of the Honourable Patrick Burns, Deceased, 
and Added Appellants, Appellants 
— and — 
The Minister of National Revenue, Respondent 
The Supreme Court of Canada, 22nd October 1946 


The appellant executors were assessed for the years 1938-1941, 
inclusive, under the provisions of subsections 2 and 4 (a) of section 
11 of the Income War Tax Act on all the income accumulated in 
their hands in respect of the “Trust Estate” of The Hon. Patrick 
Burns, deceased. The appellants claimed that 33% of 40% of the 
income accumulating in the estate in the years concerned accumulated 
for the benefit of the Burns Memorial Trust and that this Trust 
is a charitable institution; that the institution’s beneficiaries entitled 
to the Burns Memorial Trust being named in the Will are definitely 
ascertained beneficiaries and therefore the stated percentage of the 
estate income was exempt under section 4(e) of the Act. The assess- 
ment was appealed to the Exchequer Court but the appeal was dis- 
allowed (Cameron, J. 8 January 1946. See THE CANADIAN CHARTERED 
ACCOUNTANT, May 1946). 

Under the provisions of the will 40% of the net income of the 
“Trust Estate” after payment of certain legacies was to be held in 
the “Trust Estate” and upon the death of the last of the annuitants 
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33% of the “Trust Estate” was to be paid to the Royal Trust Company 
for the establishment of the Burns Memorial Trust. The net income 
of this Trust was to be distributed annually in equal shares to five 
beneficiaries set out in the will. 

HELD: That the income in question was not exempt under section 
4 (e) of the Act since it was not income of any of the beneficiaries 
because they were not to receive it at any time but were to receive 
only income upon the capitalized sums held by the Royal Trust 
Company. The Burns Memorial Trust was merely a name of a fund 
to be administered by the Royal Trust Company and the company 
is a trustee and not a charitable institution. 

That portion of the income in question representing the share 
of the Lacombe Home and the Salvation Army was accumulating in 
trust for their benefit and they were not “unascertained parties” 
under section 11 (2). Since the other three beneficiaries were trustees 
who were to apply the gifts for the benefit of unascertained persons 
their shares of the income were taxable. Section 11 (4) as enacted 
in 1940 was applicable to the share of the income for the years 
1940 and 1941 going to the Lacombe Home and the Salvation Army. 

In summing up the judgment states: “The income for the years 
1940 and 1941, from which the Lacombe Home and the Salvation 
Army would receive two-fifths of the income thereof in due course 
is, therefore, covered by subsection 4 of section 11, leaving only 
two-fifths of the income for the years 1938 and 1939 from which these 
institutions are ultimately to receive the income, free from taxation. 
The appellants have succeeded in part. They should receive one-half 
of their costs of the appeal to this Court and there should be no 
costs in the Exchequer Court.” 


CONVERSION OF COMMON SHARES 


J. F. M. Stewart & Company, Appellant 
—and— 
The Minister of National Revenue, Respondent 
(The Exchequer Court of Canada, O’Connor, J., 15th November 1946) 


J. F. M. Stewart & Company Limited, formerly called Stewart, 
Scully Company Limited, was incorporated in 1930 with a Dominion 
charter and by an agreement dated 1st December 1930 purchased the 
assets of Stewart, Scully Company Limited, incorporated with an 
Ontario charter, for $5.00 in cash and 7,495 no par value common 
Shares and assumed the liabilities of the latter company. 

The Ontario company had undistributed income of $166,138.25 on 
hand at the end of its 1929 taxation period. After the sale of its 
assets, the Ontario company was wound up and the shares for the 
assets were distributed among its shareholders. 

In 1938, the Dominion company arranged for the cancellation of 
650 of the no par value common shares, the holders of which received 
$12.50 per share. 3,130 of the remaining shares were converted into 
redeemable preference shares with a par value of $15.00 each which 
were redeemed during the period 1939 to 1943 for the sum of $55,075.00. 

The notice of assessment for 1938 which was issued on the basis 
that the whole of the issue had been redeemed in 1938 for $55,075.00 
and on which tax at the rate of 4% was levied, was then appealed. 

The question to be determined by the court was whether or not 
the conversion of some of the common shares in 1938 into redeemable 
shares constijuted an issue of redeemable shares which, in whole or 
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in part, absorbed the undistributed income which the Ontario com- 
pany had on hand at the end of the 1929 taxation period. 

HELD: The issue of redeemable shares in a transaction where 
such shares are given as consideration for the assets of the vendor 
company which had undistributed income on hand, does incorporate 
the undistributed income of the vendor. The judgment concludes with 
the following: 

“In this case, however, an issue of no par common shares was 
given in consideration of the assets, and the vendor company was 
then wound up. Eight years later some of the no par common shares 
were converted into redeemable preference shares and these were 
subsequently redeemed. 

“Clearly in this transaction it was an issue of common shares of 
the Dominion company that incorporated the undistributed income of 
the Ontario company. The conversion of some of the common into 
redeemable shares eight years after the Ontario company had been 
wound up, did not incorporate the undistributed income of the Ontario 
company because that had already been done eight years before. 

“The language of the section does not, in my opinion, reach this 
transaction. 

“For the reasons given the appeal must be allowed with costs, 
with the result that the assessment appealed from will be set aside.” 


PAYMENT ON TERMINATION OF EMPLOYMENT 
and 
INCOME TAX PAID BY EMPLOYER 


Percy John Salter, Appellant 
— and — 
The Minister of National Revenue, Respondent 


(The Exchequer Court of Canada, Cameron, J., 28th November 1946) 


Two separate questions were under appeal in this instance: 

1. The appellant had been assessed for taxes on the amount of 
$10,000 and $5,000 received by him from his former employer, the Sun 
Publishing Company Limited, in 1942 and 1943 respectively. He claimed 
that these amounts represented capital and not income, since they 
were paid to him in order to secure release from the unexpired portion 
of his employment contract. The wording of the agreement under 
which the amounts were paid did not set out this information, but 
rather, made it appear that the amounts had constituted income. It 
was argued that the appellant was entitled to submit additional evi- 
— which would bring out the true facts surrounding the agreement. 

ELD: ‘ 

The court agreed with the appellant’s contention that while the 
written terms of the agreement estopped him or the company from 
introducing further evidence in any dispute involving themselves only, 
it was proper that the facts of the case and not the mere wording of 
the agreement be submitted as evidence in a dispute involving one of 
the parties to the contract and a third party. On the basis of the 
evidence submitted, which substantiated the appellant’s claim that the 
amounts were paid in order to secure his release from the unexpired 
portion of his contract of employment, it was held that the payment 
should be treated as capita] and not income, 

On the question of costs, which included costs in respect of both 
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matters under appeal, it was held that “had the agreement been 
properly drawn up so as to indicate the true arrangement between the 
company and the appellant I think there would have been no difficulty 
on the part of the taxing authorities in reaching the same conclusion as 
I have as to the nature of the payments made by the company to the 
appellant. To that extent the appellant is the author of his own dif- 
ficulties. On the whole therefore I think justice will be done to the 
parties if costs are not allowed to either party”. 

2. While the appellant was employed by the company it arranged 
to provide annuities for certain employees, including himself, by pur- 
chasing from an insurance company annuity policies for each of these 
individuals; the company to pay all premiums so long as the individual 
was employed by the company. In the company’s income tax return 
for 1938, made out in 1939, it claimed these premiums as an expense 
and it appeared to the income tax authorities that such payment would 
constitute additional taxable income in the hands of the annuitants. 
The company, having planned to pay all costs incidental to the pension 
scheme, agreed to pay any additional income tax of the annuitants 
occasioned by its payment of such premiums. The result was that the 
tax authorities computed the tax of the appellant, and of the others, 
with respect to the 1938 period by adding to his income the amount 
of the premiums paid in respect of his annuity policy. Then having 
arrived at the total amount of tax due by him he was given credit 
for the amount paid by the company for his account, but this amount 
of tax paid by the company was then added to his income for the year 
in which the company paid the tax. 

This arrangement continued from year to year but the additional 
assessments for the years 1942 and 1943, having to do with the tax 
on the tax on the premiums paid in 1941 and 1942 respectively before 
the appellant left the employ of the company, were the only ones 
appealed. ' 
HELD: \ 

If the payment of such income tax by the company was not part 
of his profits or gains it was a gratuity indirectly received by the 
appellant from his office or employment. The company, being under 
no obligation to pay any part of the appellant’s income tax but having 
agreed that the appellant should not be under any greater tax burden 
by reason of the payment of the annuity premiums, voluntarily paid 
that portion of the income tax of the appellant in respect thereto, 
It was clearly an additional gratuity and in computing the appellant’s 
income for the years in question, the respondent was entitled to add 
the amount thereof to the taxable income of the appellant. 

The appeals on these assessments were dismissed. 


106 











STUDENTS’ DEPARTMENT 


STUDENTS’ DEPARTMENT 


R. G. H. SMAILS, C.A., EDITOR 


NOTES AND COMMENT 

Two pieces of recent reading prompt us to depart from 
our usual custom of devoting these notes to discussion of 
technical problems peculiar to our profession and to devote 
them instead to quotations from three men devoted to the 
cause of education in its broadest sense. In a review by 
Dr. W. E. McNeill of a volume of the essays and addresses 
of Professor John MacNaughton’ we are told that Mac- 
Naughton moved as a “flaming torch” between Queen’s, 
McGill and Toronto in a sort of irregular rotation from 
1889 to 1925 and that when he left McGill for the second 
time (to go to Toronto) Stephen Leacock said “Long may 
he live to circulate among the three universities”. Dr. 
McNeill considers that the three essays on education are 
the best in the volume. “They are deeply felt. MacNaugh- 
ton sees science driving out the literary studies that for 
twenty centuries have given life its richness and spiritual 
values. He does not wish to get rid of science. Men like 
Rutherford and Laplace and Huxley must needs be. But 
he is not so sure about engineers; more than once, because 
of their narrow special education, he associates them with 
plumbers. They are in danger of losing their vision. ‘We 
literary people do not wish to see science like Samson, eye- 
less in Gaza at the mill with slaves grinding Philistine corn’. 
Every miner we send out should be able to find not only 
metals but sermons in stones, and in the loneliest wilds be 
a beacon and a hearth of light and an inextinguishable 
spiritual force. ‘We need the humanities as well as the 
sciences’. They take us to the only ultimate realities.” 

* * * 

In an essay entitled “Education in a Democratic Soci- 
ety’, Principal R. C. Wallace discusses the dilemma of 
contemporary education in the light thrown upon it by 





1John MacNaughton, Essays and Addresses; Selected by D. D. 
Calvin, Queen’s University, 1946. $2.50. Review by W. BE. McNeill in 
the Queen’s Review, December 1946. 

2 General Education in a Free Society, Cambridge, Massachusetts. 
Harvard University Press, 1946. Pp. XIX and 267. $2.00. 
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what has come to be known as the Harvard Report. He 
ends with these thoughts: “The Harvard Committee had 
a mandate to deal only with the problem of the student in 
the pass arts course at Harvard College. Had the mandate 
extended to all the students of a university, in whatever 
course they found themselves, and whatever the profession 
they might aspire to follow, the prescription would have 
been equally valid. The forces that make for freedom, 
whether for the individual or for society, would gain 
strength and purpose through this common experience. 
For the experience of mankind, in the search for truth, for 
goodness and for beauty, in the exploration of the common 
bonds without which community life may not endure, and 
in the realization of the spiritual aspirations for lack of 
which the people may perish, are the experiences that have 
a lasting value. They are the basis of all education. They 
are the foundations on which alone education for living, 
and education for the material demands of life, may safely 
be built. For our real life consists not in the things with 
which we are surrounded, but in our efforts, imperfect 
though they be, to reach out to the highest truths we know”. 


* * * 


STUDENTS’ ASSOCIATION NEWS 
British Columbia 

The annual general meeting of the Students’ Society 
was held in the Hotel Georgia on 9th December 1946 with 
a remarkably good turnout. Mr. Dunn, president, occu- 
pied the chair and introduced the guests of the evening, 
Mr. H. Norman Lunn, C.A., secretary of the British Col- 
lumbia Institute, Mr. W. G. Rowe, C.A., chairman of the 
Institute Committee on Student Education and Examina- 
tions, and Mr. Paul Rising, C.A., honorary member of the 
Society. 

The majority of the business discussed was based al- 
most entirely on the matter of class instruction for the 
forthcoming year. Mr. Rowe gave the crowning blow by 
stating that the 1947 outlook was anything but favourable 
as there appeared to be a lack of adequate instructors in 
this city. We, the students, feel that this state of affairs 
will certainly be straightened out and will not come to pass. 

The nomination of the 1947 Council then took place and 
at a later meeting of the Council the following members 
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were elected to office: J. W. Stacey, president; N. H. 
Crute, vice-president; Miss M. S. Cowley, secretary and 
R. G. Bell, treasurer. The committee chairmen elected 
were as follows: D. R. Smith, Education; P. Wood, Enter- 
tainment; T. H. Covernton, Literary and D. M. Ross, Ex- 
tra Curricular Activity. 

Mr. Wood is giving his whole-hearted support and in- 
forms us that the main events for the ensuing year will be 
a dance in the early Spring, an industrial tour in the Sum- 
mer and a field day later in the Fall. 


Quebec 


The Chartered Accountants Students’ Society of the 
Province of Quebec held a dinner meeting on Tuesday, 19th 
November 1946, at the Queen’s Hotel, Montreal. The meet- 
ing was fairly well attended and the guest of the evening, 
Mr. J. J. Macdonnell, C.A., delivered a well-prepared speech 
on accounting methods employed in commercial businesses. 
A lively discussion of the subject-matter of Mr. Macdonnell’s 
speech followed, participated in by many of the members 
present. The Society is greatly indebted to Mr. Macdonnell 
for his very enlightening delivery and it is hoped that the 
members profited by the discussion. 

* * * 


SOLUTION TO LAST MONTH’S PUZZLE 

“Nineteen people out of twenty will say, that the quan- 
tity of wine removed from the first tumbler is greater than 
the quantity of water removed from the second tumbler 
but this is not the case”. (W. W. R. Ball, Mathematical 
Recreations and Essays, MacMillan.) 
(Editor’s note: We are one of the nineteen. This puzzle 

section is too humiliating and must be dropped). 


* * * 
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PROBLEMS AND SOLUTIONS 


THE PROVINCIAL INSTITUTES OF CHARTERED ACCOUNTANTS 
Solutions presented in this section are prepared by practising 
members of the several provincial institutes and represent the personal 
views and opinions of those members. They are designed not as models 
for submission to the examiner but rather as such discussion and 
explanation of the problem as will make its study of benefit to the 
student. Discussion of solutions presented is cordially invited. 


PROBLEM I 
FINAL EXAMINATION DECEMBER 1945 
Accounting IV, Question 2 (25 marks) 

The partnership of Tee & Fairway has been forced into receivership 
and the individual partners decide to go into bankruptcy also. A 
trial balance of the partnership general ledger as at 3lst July 1945, is 
as follows: 


Dr. Cr. 

SNE eee hea hice vcs cassis cass 40a Ske eve ROR $ 600 
SEE MONIC 5 ok oS vebaGa sec sneeeseseeesuSwe 45,000 
Allowance for doubtful accounts ...............+... $ 3,600 
CER A oo econ sos Abe es wee sioss eee wees 16,000 
Euventorios, Ist August 1944 ........ccscecccccevccecs 43,000 

Se a5 6 oboe W Gees Mens daenescdiesdene eee suce 12,000 
ND ania uid aus sab X SUAS Shaw SR OSS FES 56.5 48,000 

EE Aron tG ais kanes bak dees soma alan ease 53,000 

PP CoG wash ckeu senna shen oe5uebNeensieaveses 30,000 

BOM aco cit easisosceasabespnsieedteaen eases 480,000 
SN Soil oC Loh a chew da eee anasaenseebesees® 220,000 

EP CGE cuckhveasEu 6 secu ss See seesaw oueees'o ses 150,00 
PEGMUPACTUTING SKNOMGES 2.00.00 cccccccceseccvesses 145,00 

i PN nce ia paginas enon was aes esasase eee 65,000 

ICME 220... Gxccasueoeyusbcbeseebawnanes 25,000 

NS ones cada s kbs suns ase se wee eaiet 220,000 
PRS Sec e Gor cncuaeesebue snes ee sees eeetee 35,000 
een NE SUONEAIOD) 5 5. 5 iss 0 00s 20 00 00's ben sie'eeie 30,000 
Chattel mortgage on machinery ..............20085 ; 25,000 
IE caw Sb cesh aur hieGe eu eu au anaes se se 35,000 
oy | re a er er ee 24,000 


$852,600 $852,600 


The following appraisal was made by the receiver: 


ae err ee eer ee ree ere $ 27,000 
Accounts receivable, Goubtful ....... 2c ccsccccccccsccccceves 6,000 
es RI co ics a Genki kas dhe ROR DO'S N Sawin ~ 50's 13,000 
ne IS SRUIIINL oo. on a sie'ne ees 00 e060 Ss 0. buen ene esus 2,000 
EIS NEUEN 550d sic oko eee sees se se eu sess euseen ces 125,000 
EE re One each ib an eh res pee oe sAe hee ROSS Ko bin ewe 14,000 
NIN Shiro de le Wi sais a wiachine Nis iets wie Dawa wale ele 45,000 
ME os Seen be neue nu Nae nbsessiceu ete oSciea spe swealee 48,000 
RUMOR WITOE ENBUTRIOD oo sccivcc cca csscdcccvieccescsecscssesvess 1,000 


The receiver also ascertained that wages amounting to $2,000 had 
not been paid; that there is a chattel mortgage for $5,000 on merchan- 
dise valued at $4,000 included in accounts payable; that good notes 
receivable valued at $4,000 have been pledged as security against notes 
payable; that if the insurance is cancelled at the short rate it would 
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bring $800 and that notes receivable to the amount of $5,000 have 
been discounted; all of which are considered collectible with the 
exception of one note of $600. 

The personal estates of the partners are as follows: 

TEE FAIRWAY 
Residence . oeeee- $12,000 $10,000 
Real estate investments - 10,000 8,000 
OUINNOD: 555 s0e0ss0s0% eahiewws pameeeieers oseese. aOUe 15,000 
Mortgage on residence ......... Rows selenweeae 4,000 6,000 
Loans «see 15,000 9,000 
SOLENE REUIIELUNOD ooo 6 0.0:0'0.0.00-0'ssdeceeseabieee ee» 6,000 4,000 
Required: 

Statement of affairs of the partnership as at 31st July 1945, 
showing the percentage of their claims the unsecured creditors are 
likely to realize. 

Statement of deficiency. 

Statement of receiver’s estimate of realization. 


SOLUTION 
TEE AND FAIRWAY 
STATEMENT OF AFFAIRS 


As at 31st July 1945 
Expected to Shrink- 
ASSETS Realize age 
Cash ...... ie ciowbis sis Sa ‘ ss $ 600 
Accounts receivable: 
PetUe CROOE oss sccwsecwes -+-$ 27,000 
6,000 Doubtful .......... eee 8,000 
Bee MIN boc ebweescsecs _—- 


16,000 Notes receivable: 
$18,000 Good ..........+2+-+-$ 18,000 
2,000 Doubtful ....... 
See EE b6aSeiawie ee, = 


14,000 
Less: Pledged against notes 
payable as per contra .. 4,000 
we 10,000 
EaUOOe ENVOMUOTIOR ssi bss scien cccisescccs 125,000 
Less: Pledged against chattel 
mortgage as per contra 4,000 121,000 


1,000 Unexpired insurance ....... peves _— 
12,000 Land .. yeeebacwee doles 14,000 
SGj000 TRUGIDDE scccsccssvicccccvecse 46,000 


59,000 
Less: Real estate mortgage as 
DOP GORI iescies suse 30,000 29,000 


53,000 Machinery 48,000 
Less: Chattel mortgage as per 
GoD Si edhe saws ooies 25,000 23,000 


30,000 ‘ -— 
Note under discount _—_— 
Assets, expected to be realized ...........$213,600 
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Deduct: Preferred creditors (contra) ... 2,000 

PTOO DOC «005.05 85.46% of unsecured ————— 
liabilities 211,600 

Deficiency to creditors 14.54% of unsecured 
liabilities 36,000 



















$327,000 100.00% $247,600 $ 51,000 
Expected 

Book to 

Value LIABILITIES Rank 







Preferred creditors: 
$ 2,000 Wages 
Fully secured creditors: 
30,000 Real estate mortgage, deducted contra. 
25,000 Chattel mortgage on machinery, deducted contra. 
4,000 Notes payable secured by notes receivable, 
deducted contra. 
Partially secured creditors: 
5,000 Chattel mortgage on stock ................ $5,000 
ee ge Ue ee 














Unsecured creditors: 








AID NT RISE ooo oo e555 SOS Raia wk Sosa eeeecnes 215,000 

Re IID oie ao oe sain oecuws apenas Gace waeees 31,000 
Contingent liabilities: 

Notes receivable discounted ($5,000.00) ........... 600 





13,000 Tee, Capital 
2,000 Fairway, Capital 










$247,600 







$327,000 





TEE & FAIRWAY 
STATEMENT OF DEFICIENCY 
As at 31st July 1945 
Estimated loss on realization: 
Accounts receivable: 







IRE, nena crore ee bh ove yl od ah et oan wee $ 3,000.00 
Nese OE uate hs Swede ene wae 12,000.00 








15,000.00 
Less allowance for doubtful accounts ........ 3,600.00 

















$11,400.00 
Notes receivable: 
DER chi cod ee ha eee Sas eae ee SS 1,000.00 
MS Set eee lg gah gh wis d anes A1Si dia ow vw 1,000.00 
NENG si 53gts 5. d)a-g wise oie nieivin iva ole ames 600.00 
eo 2,600.00 
EE ENO ei ii Ls ice pine ew hs Ga waa abe a eS 1,000.00 
ce tr aaa Ta tea etn isle Siar hee es we ace ie Paha ee ae 3,000.00 
I cSt ore pe oc Su Sie wie a eek pie eee eb Sale As eae 5,000.00 
UO ar re See clea te a i a ie Seas tesiaie uneee 30,000.00 







53,000.00 





Less estimated profit on realization: 





2,000.00 






51,000.00 
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Deduct: 
Tee Capital 13,000.00 
Fairway Capital 2,000.00 
———__ 15,000.00 


Deficiency to creditors, $36,000.00 


RECEIVER’S ESTIMATE OF REALIZATION 
As at 31st July, 1945 
Deficiency to creditors as per 
Statement of Affairs $36,000.00 
Deduct: deficiency to be borne by partners’ 
personal estates: 
Tee — Surplus of estate 
Fairway— Surplus of estate 
31,000.00 


Net deficiency to creditors, $ 5,000.00 


PROBLEM II 
FINAL EXAMINATION, DECEMBER 1945 


Accounting IV, Question 3 (30 marks) 

Knitters Limited operates in connection with its knitting business 
a spinning division which spins cotton, woollen and worsted yarns 
of various types for use in its own manufacture. The company has 
entered into an agreement with the Commodity Prices Stabilization 
Corporation under which the company receives a subsidy on raw cotton 
put into production, in order that it may sell its cotton products at 
established ceiling prices. The Commodity Prices Stabilization Corpor- 
ation pays the company a subsidy equal to the amount by which the 
actual cost of raw cotton put into production exceeds an agreed cost 
at 10c per net pound, with the proviso that subsidies must be refunded 
to the extent that the profits of the cotton spinning department exceed 
$50,000 per annum. The company does not analyze its results by 
departments and therefore has no record of the cotton spinning 
department’s profit. 

You are retained by the company to compute the subsidy claim 
for the year ended 31st December 1944, and to compute the amount of 
profit earned by the spinning department. Your investigation discloses 
that: 

(a) Raw cotton inventory at 1st January 1944 amounted to 400,000 
gross pounds at a cost of 20c per pound, 1944 purchases amounted to 
2,000,000 gross pounds at a laid down cost of $516,000 of which 400,000 
pounds were on hand at 31st December 1944 at an average cost of 25c 
per pound. 

(b) The company’s experience shows that the gross weight of 
Taw cotton includes tare weight at an average of 5% of the gross 
weight. The tare consists of sacks which are sold at 2c per pound, 
and the average cost of the cotton consumed should be reduced by 
this recovery. 

(c) Of the raw cotton opened 50,000 net pounds were used in 
another department and are not eligible for subsidy. 

(d) No record is kept of the cotton yarn production but the experi- 
ence throughout the industry indicates that one and a quarter net 
pounds of raw cotton are required to produce one pound of cotton yarn. 
The difference between the net weight of raw cotton put into produc- 
tion and the weight of yarn produced is recovered in the form of 
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eotton waste. Cotton yarn for purposes of computing the departmental 
profit is to be valued at 30c per pound and cotton waste at 5c per 
pound. 

(e) Payroll records indicate that the direct labour in the cotton 
spinning department amounted to $100,000 for 1944, or one-sixth of 
the total direct labour for the entire plant. 

(f) All other factory general and administrative expenses for the 
company amounted to $600,000 for 1944. For purpose of arriving at a 
departmental profit these expenses may be distributed on a direct 
labour basis. 

(g) There is no opening or closing inventory of finished cotton 
yarn to be accounted for, and the raw cotton in process is a fairly 
constant item, being the cotton required “to clothe the mill machinery”, 
and can therefore be ignored. 

Required: 

Based on the foregoing prepare schedules showing: 

1. The amount of raw cotton put into production and the amount 
of subsidy claimable thereon before any refund; and 

2. The amount of net profit earned by the spinning department 
and the amount of subsidy refundable (if any). 


SOLUTION 
CALCULATION OF RAW COTTON PUT INTO PRODUCTION AND 
SUBSIDY CLAIMABLE THEREON 
YEAR ENDED 31st DECEMBER 1944 
Weight Value 
Inventory of raw cotton, ist 400,000 gross lbs. @ 20c §$ 80,000 


WORMAIF TORE isccicescccccve 
Raw cotton purchased ........ 2,000,000 gross lbs. 516,000 


2,400,000 gross ibs. 596,000 
Closing inventory 31st Decem- 
ge eee can 400,000 gross lbs. @ 25c 100,000 


Raw cotton put into production ; 

—gross Ibs. .......... eeeeeee 2,000,000 gross Ibs. 496,000 
Less tare at 5% of gross weight 

at 2c per Ib. ....0. 100,000 2,000 


Raw cotton put into production. 1,900,000 net Ibs. 494,000 
Deduct raw cotton ineligible for (average cost 26c) 

subsidy (transferred to an- 

other department) 50,000 net lbs. @ 26c 13,000 


Amount and cost of the eligible 

cotton put into production ... 1,850,000 net Ibs. 481,000 
Cost of the cotton at agreed price 

of 10c per net pound for pur- 

pose of subsidy .. ---- 1,850,000 net Ibs. @ 10c 185,000 


Amount of subsidy receivable, 
subject to profit control limita- 


$296,000 
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3. CALCULATION OF NET PROFIT EARNED IN THE SPINNING 
DEPARTMENT AND AMOUNT OF SUBSIDY REFUNDABLE 
YEAR EDED 31st DECEMBER 1944 
Value of production—1,480,000 lbs. yarn at 30c per lb. ...... $444,000 

370,000 lbs. waste at 5c per Ib. ...... 18,500 


462,500 
Cost of production— 
raw cotton, 1,850,000 net lbs. at 10c. $185,000 
direct labour 100,600 
factory overhead, administration, etc. 100,000 385,000 


Spinning department net profit 
Standard profit for purpose of subsidy agreement 50,000 


Subsidy refundable 


PROBLEM Ill 
FINAL EXAMINATION, DECEMBER 1945 


Accounting IV, Question 4 (15 marks) 
The following is the manufacturing and trading statement of 
Convertem Inc. for the last fiscal year: 
Sales $500,000 
Cost of Sales 
Material—gross $200,000 
Less sales of by-product. 50,000 $150,000 


150,000 
Manufacturing expense (including 
depreciation $20,000) eeeee 100,000 400,000 


Profit before selling and administrative expense . $100,000 


The by-product is bulky and difficult to transport: the only market 
for it is in a distant city and the freight (paid by the purchaser in 
addition to the $50,000) is about $20,000. The directors of Convertem 
Inc. feel that this by-product might be made into a salable article 
by the company itself and that the volume of material available would 
suffice to produce 55,000 articles at $2 each. It is anticipated that 
direct labour for conversion would cost $30,000 per annum and that 
manufacturing expense other than depreciation would be increased by 
about 20%. There would also be an additional charge for deprecia- 
tion at say 10% per annum on special machinery for the new operation 
which would cost $50,000. Selling expense would not be affected as the 
company would contract for the whole of its output of the new product 
at the price of $2; nor would administrative expenses be increased. 

The plant manager, who has an interest in the profits earned on 
the principal manufacturing operations, contends that if the plan were 
carried out, the credit to those operations should be increased by 50% 
of the freight charges now borne by the present customer for the 
by-product and that the new department should bear its share of all 
manufacturing expense (except depreciation) in ratio to direct labour. 


Required: 
On this basis, you are required to prepare pro forma figures for 
a full year’s operation, showing the results which might be expected. 
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SOLUTION 
CONVERTEM INC. 


PRO-FORMA MANUFACTURING AND TRADING STATEMENT 
For a Futt YEAR’s OPERATION 


Regular New 
Business Department Total 
$500,000 $110,000 $610,000 


COST OF SALES 
Material $200,000 
Adjustment for by-product 60,000 140,000 60,000 200,000 


150,000 30,000 180,000 


Manufacturing expenses .. 
Less Depreciation 


Add Increase (20%) .... 
$96,000 


Regular operations 5/6 80,000 
New Department 1/6 . 16,000 96,000 
Depreciation: 
Regular operations 20,000 20,000 
New department 5,000 5,000 


TOTAL COST $390,000 $111,000 $501,000 


Profit before Selling and 
Administrative expenses $110,000 $ (1,000) $109,000 





